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Executive  Summary 


Since  FY93,  the  responsibility  for  managing  the  Department  of  Defense  (DoD) 
fuel-related  infrastructure  (storage  tanks,  pipelines,  dispensing  facilities,  hydrants) 
has  been  divided  between  the  military  services  and  the  Defense  Logistics  Agency 
(DLA).  The  military  services  are  responsible  for  the  maintenance  and  repair  of  the 
fuel  infrastructure  on  their  installations,  and  DLA  is  responsible  for  the  infra¬ 
structures’  renovation  or  major  construction. 

The  funding  levels  for  maintenance  and  repair  of  DoD’ s  fuel  infrastructure  gener¬ 
ally  have  been  adequate.  However,  the  lack  of  funding  for  projects  to  improve  the 
fuel  infrastructure  has  resulted  in  a  large  backlog.  In  1997,  DLA  projected  a 
funding  shortfall  of  about  $1  billion  for  the  120  renovation  and  major  construction 
projects  slated  for  FY99  through  FY03.  In  support  of  DoD’s  effort  to  find  ways  to 
reduce  this  projected  funding  shortfall,  the  Logistics  Management  Institute  con¬ 
ducted  a  high-level  analysis  of  the  potential  for  privatizing  DoD  fuel  infrastructure 
at  five  sites.  The  analysis  focused  on  answering  two  questions:  Can  DoD  reduce 
its  capital  improvement  costs  for  fuel  infrastructure  through  privatization?  If  pri¬ 
vatization  is  financially  feasible,  is  new  or  special  legislation  needed  to  overcome 
legal  and  regulatory  impediments?  Our  findings  are  summarized  in  Table  1. 

On  the  basis  of  our  analysis,  we  concluded  that  privatization  of  fuel  infrastructure 
can  be  financially  feasible,  but  only  at  certain  locations — those  with  favorable 
market  conditions  and  significant  infrastructure  improvement  needs.  Despite  the 
limited  applicability  of  privatization,  the  potential  benefits  are  significant  enough 
that  DoD  should  consider  privatizing  the  fuel  infrastructure  at  sites  where  it  is  fi¬ 
nancially  advantageous.  In  other  words,  although  marketplace  realities  will  limit 
the  number  of  potential  privatization  sites,  privatization  can  help  reduce  DoD’s 
capital  improvement  costs  without  adversely  affecting  unit  readiness  or  force 
protection.  However,  some  legal  impediments  would  have  to  be  removed.  Of  par¬ 
ticular  concern  are  the  limitations  of  DoD’s  leasing  authority  and  requirements 
related  to  the  Stewart  B.  McKinney  Homeless  Assistance  Act  and  A-76  cost  com¬ 
parison  studies. 


Table  1.  Summary  of  Findings 


Candidate 

site 

Privatization 

strategy 

Military  construc¬ 
tion  requirement 
($  millions) 

Potential  savings 
or  cost  avoidance3 
($  millions) 

New  or  special 
legislative  author¬ 
ity  required? 

Craney  Island  Termi¬ 
nal,  Portsmouth,  VA 

Real  estate 
exchange 

36 

None 

Yes 

Colorado  Springs,  CO 

Bundling  through 
regionalization 

3.6 

2.6 

No 

Hickam  Air  Force 

Base,  HI 

Shared  use  and 
product  plus  tariff 

39 

11.8 

Yes 

Fort  Leavenworth,  KS 

Bundling  (with  a 
larger  privatiza¬ 
tion  effort) 

None 

None 

Yesb 

Fort  Bliss,  TX 

Divestiture 

3 

3 

No 

a  Cost  savings  computed  over  the  contract  period  of  the  privatization  project. 

6  Legislative  authority  would  be  required  under  one  of  the  two  scenarios  considered  under  this  strategy. 


We  recommend  that  DoD  continue  to  assess  fuel  infrastructure  privatization  op¬ 
portunities  case  by  case  and  to  privatize  the  fuel  infrastructure  at  sites  where  fi¬ 
nancially  feasible.  Specifically,  DoD  should  pursue  its  privatization  opportunities 
at  Hickam  AFB  and  Fort  Bliss — the  two  sites  that  we  identified  as  realizing  the 
largest  potential  savings  from  privatization.  Also,  DoD  should  conduct  a  high- 
level  financial  analysis  of  the  potential  for  privatization  at  five  more  sites. 

So  that  it  can  take  full  advantage  of  any  opportunities  for  privatization  that  it 
identifies,  DoD  should  propose  legislation  for  enhanced  leasing  authority.  This 
legislation  should  include  not  only  the  current  leasing  authorities  prescribed  in  10 
U.S.C.  2667,  but  also  authorities  for  DoD  to  do  the  following: 

♦  Lease  nonexcess  property  for  up  to  50  years 

♦  Use  lease  revenues  for  construction  services 

♦  Accept  construction  services  as  payment  in  kind 

♦  Expand  authority  for  accepting  maintenance  and  repair  services  as  pay¬ 
ment  in  kind. 

The  legislation  should  also  amend  two  other  laws:  the  McKinney  Act  (42  U.S.C. 

1 141 1)  and  10  U.S.C.  2461 — the  law  requiring  analysis  of  commercial  activities 
before  shifting  to  private-sector  performance.  The  McKinney  Act  should  be 
amended  so  that  leased  property  is  not  subject  to  the  McKinney  Act  screening 
process.  Correspondingly,  10  U.S.C.  2461  (and  the  implementing  OMB  A-76 
regulations)  should  be  amended  so  that  DoD  can  accept  a  lease  payment  of  in- 
kind  services  that  reduces  a  DoD  work  force  without  performing  a  cost  compari¬ 
son  study.  Instead,  DoD  would  be  required  to  demonstrate  through  an  economic 
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analysis  that  the  work  force  reduction  is  justifiable.  Moreover,  the  displaced  DoD 
employees  would  be  given  the  right  to  join  the  lessee’s  work  force  that  performs 
the  in-kind  services. 

Even  if  it  receives  enhanced  legislative  leasing  authority  and  is  relieved  of 
McKinney  Act  and  A-76  requirements,  enabling  it  to  privatize  fuel  infrastructure 
at  sites  where  savings  may  be  significant,  DoD  will  realize  only  modest  reductions 
in  its  overall  capital  improvement  costs.  Consequently,  privatization  should  not  be 
considered  as  a  panacea  for  the  military  construction  backlog.  Instead,  privatiza¬ 
tion  should  be  viewed  as  a  useful  adjunct  to  DoD’s  assortment  of  asset  manage¬ 
ment  techniques. 
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Chapter  1 

Introduction 


Military  forces  use  large  quantities  of  fuels  and  lubricating  oils  for  their  ships,  air¬ 
planes,  tanks,  and  trucks.  In  FY97  alone,  for  example,  the  Department  of  Defense 
(DoD)  purchased  about  100,000  barrels  of  petroleum  fuel  products,  valued  in  ex¬ 
cess  of  $3  billion.  The  infrastructure  required  to  store,  transport,  and  distribute  the 
fuels  and  oils  used  by  DoD  is  extensive,  ranging  from  fuel  storage  tanks,  fuel 
pipelines,  and  fuel  hydrants,  to  military  gas  stations.  The  larger  storage  tanks  and 
connecting  pipelines  are  located  at  nearly  300  wholesale  terminal  sites  worldwide, 
and  many  of  the  larger  military  airfields  have  fuel  hydrants.  Smaller  tanks  and 
military  gas  stations  can  be  found  at  nearly  every  military  installation. 

Since  1993,  the  responsibility  for  managing  the  fuel  infrastructure  has  been  di¬ 
vided  between  the  military  services  and  the  Defense  Logistics  Agency  (DLA).  The 
military  services  are  responsible  for  maintaining  and  repairing  the  fuel  infrastruc¬ 
ture  on  their  installations,  while  DLA  is  responsible  for  renovation  or  major  con¬ 
struction  of  DoD’s  fuel  infrastructure.1 

The  source  of  funds  for  the  fuel  infrastructure  depends  on  the  type  of  project. 
Maintenance  and  repair  projects  are  funded  through  the  Defense  Working  Capital 
Fund — a  revolving  fund  that  is  continually  replenished  by  a  surcharge  added  to 
DLA’s  sale  price  of  fuel.  In  general,  the  funding  levels  for  maintenance  and  repair 
of  the  DoD  fuel  infrastructure  have  been  sufficient  to  fund  the  higher  priority 
maintenance  and  repair  tasks  and  are  expected  to  remain  adequate  for  the  next  5 
years. 

Renovation  and  major  construction  projects  are  funded  from  DLA’s  allocation  of 
the  military  construction  (MILCON)  appropriations.  So  that  DLA’s  allocation 
would  be  commensurate  with  its  fuel  infrastructure  responsibilities  that  it  took  on 
in  1993,  DoD  planned  to  reallocate  a  portion  of  the  programmed  military  con¬ 
struction  appropriation  earmarked  for  the  military  departments.  However,  that  re¬ 
allocation  did  not  occur,  in  part  because  of  the  congressionally  directed  military 
construction  moratorium  associated  with  the  base  closure  process.  Even  after  the 
moratorium  was  lifted,  the  military  construction  funding  was  not  reallocated.  As  a 
consequence,  the  backlog  of  unfunded  projects  to  improve  the  fuel  infrastructure 
grew.  By  FY97,  that  backlog  stood  at  120  renovation  and  major  construction  proj¬ 
ects  projected  for  FY99  through  FY03,  with  a  funding  shortfall  of  about  $1  bil¬ 
lion. 


1  DLA’s  Defense  Fuel  Supply  Center  (renamed  to  Defense  Energy  Support  Center  in  1998) 
also  assumed  responsibility  for  DoD’s  fuel  inventory  management,  including  fuels  procurements 
and  sales,  and  environmental  oversight. 
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As  part  of  its  efforts  to  find  a  way  to  reduce  the  projected  funding  shortfall,  the 
Office  of  the  Deputy  Under  Secretary  of  Defense  for  Logistics  directed  the  Logis¬ 
tics  Management  Institute  to  examine  the  viability  of  privatizing  DoD’s  fuel  infra¬ 
structure.  This  report  conveys  the  results  of  our  analysis.  Throughout  the  study, 
we  worked  closely  with  a  DLA-sponsored  steering  group. 

Study  Approach 


Our  study  objective  was  to  explore  the  potential  of  privatization  as  a  means  for 
reducing  DLA’s  capital  improvement  costs  for  its  fuel  infrastructure.  We  chose  to 
focus  not  only  on  exploring  opportunities  for  privatizing  fuel  infrastructure  in 
need  of  renovation  or  replacement,  but  also  on  exploring  opportunities  for  privat¬ 
izing  infrastructure  assets  that  are  in  good  condition.  In  that  way,  a  successful  pri¬ 
vatization  effort  could  reap  either  cost  savings  or  cost  avoidance.  Either  way,  DoD 
would  benefit. 

We  pursued  the  study’s  objective  systematically.  First,  we  formulated  several  pri¬ 
vatization  strategies  and  identified  sites  with  fuel  infrastructure  projects  that  might 
be  good  candidates  for  privatization.  We  then  analyzed  the  effects  of  applying  at 
least  one  of  the  privatization  strategies  to  each  of  five  projects. 

Privatization  Strategies 

Privatization  is  a  concept  that  covers  a  wide  variety  of  approaches  for  substituting, 
in  whole  or  in  part,  private  market  mechanisms  for  the  traditional  government  role 
as  employer,  financier,  owner,  operator,  or  regulator  of  a  product  or  service.  Those 
approaches  range  from  contractual  arrangements  to  outright  divestiture  of  activi¬ 
ties  or  assets.  Yet,  they  all  share  common  objectives:  to  remove  the  government 
agency  from  those  activities  that  are  not  inherently  governmental  functions  or  core 
business  lines,  to  improve  the  management  of  remaining  activities,  to  reduce  the 
costs  of  doing  business,  and  to  shift  greater  performance  and  financial  risk  to  the 
private  sector. 

Privatization  strategies  fall  into  three  broad  categories,  differentiated  by  the  source 
of  finances  and  ultimate  asset  ownership: 

♦  Outsourcing.  The  government  uses  its  funds  to  pay  a  private  company  to 
do  defense  work  or  to  provide  a  service  for  a  defense  activity.  There  is  no 
change  in  asset  ownership. 

♦  Using  private  capital.  The  government  attracts  and  uses  private  capital  to 
finance  its  infrastructure  improvements.  The  infrastructure  assets  remain 
under  government  control. 

♦  Divesting.  The  government  sells  or  otherwise  disposes  of  its  infrastructure, 
then  buys  the  product  or  service  directly  from  commercial  sources. 
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When  formulating  specific  privatization  strategies  that  have  potential  application 
to  DoD  fuel  infrastructure  projects,  we  consulted  with  private-sector  fuels  industry 
representatives.  In  addition,  because  strategies  should  flow  from  objectives,  we 
carefully  considered  the  objectives  of  privatizing  DoD’s  fuel  infrastructure.  Al¬ 
though  the  impetus  for  this  study  is  the  $1  billion  backlog  in  military  construction 
projects,  we  chose  not  to  focus  only  on  reducing  that  backlog.  If  we  had,  then  our 
strategies  would  concentrate  solely  on  infrastructure  in  disrepair.  We  did  not  want 
to  limit  our  considerations  to  privatizing  a  relatively  small  set  of  infrastructure 
assets — much  of  which  might  be  unattractive  to  the  private  sector  primarily  be¬ 
cause  they  are  in  disrepair.  Instead,  we  took  a  broader  view.  We  viewed  DoD’s 
primary  privatization  objective  as  reducing  the  infrastructure’s  capital  improve¬ 
ment  costs,  while  not  adversely  affecting  readiness  and  force  protection.  With  this 
objective,  we  were  able  to  consider  a  broad  array  of  privatization  strategies  that 
offer  incentives  to  the  private  sector  for  partnering  with  DoD.  Consequently,  po¬ 
tential  outcomes  could  yield  either  cost  savings  or  cost  avoidance — or  both.  The 
cost  savings  could  be  realized  through  a  reduction  of  the  military  construction 
backlog.  The  cost  avoidance  could  be  realized  through  arrangements  for  private- 
sector  financing  of  yet-to-be  programmed  and  budgeted  maintenance,  repair, 
renovation,  and  construction  of  the  DoD  infrastructure. 

Ultimately  we  formulated  five  different  privatization  strategies  involving  the  use 
of  private  capital  or  divestiture.  We  did  not  consider  new  strategies  for  out¬ 
sourcing  since  DoD  already  has  an  outsourcing  program  with  an  established 
methodology.2 

Use  of  Private  Capital 

We  identified  four  alternative  strategies  for  attracting  and  using  private  capital, 
each  distinguished  by  a  different  business  arrangement: 

♦  Product  plus  tariff.  The  product-plus-tariff  strategy  is  a  mortgaging  ar¬ 
rangement  under  which  DoD  would  accept  a  private  entity’s  services  on  its 
fuel  infrastructure  assets  (such  as  construction  or  major  repair)  in  return 
for  a  guaranty  to  use  the  private  entity’s  fuel  product  at  a  specified  cost 
plus  a  fee.  For  example,  a  DoD  installation  would  contract  with  a  private- 
sector  firm  to  build  and  operate  a  new  DoD  operating  storage  tank  in  re¬ 
turn  for  a  long-term  agreement  to  buy  the  company’s  fuel  at  a  specified 
rate  plus  fee.  This  strategy  is  routinely  used  in  the  private  sector  between 
major  oil  companies  and  their  franchisees. 

♦  Shared  use.  The  shared-use  strategy  is  a  public-private  venture  arrange¬ 
ment  under  which  DoD  would  allow  a  private-sector  entity  to  use  excess 
capacity  in  a  DoD  fuel  infrastructure  asset  in  return  for  services  on  that  as¬ 
set,  such  as  operations,  maintenance,  and  repair.  For  example,  a  DoD 

2  See  DoD  Instruction  4100.33,  Commercial  Activities  Program ,  Sept.  9, 1985,  for  the  spe¬ 
cific  methodologies  for  outsourcing  in  DoD. 
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component  would  agree  to  permit  a  private-sector  firm  to  share  the  use  of 
an  underutilized  DoD  bulk  storage  tank  for  its  commercial  uses;  in  return, 
the  private  firm  would  maintain  the  tank. 

♦  Bundling.  The  bundling  strategy  is  a  marketing  and  packaging  arrange¬ 
ment.  Under  this  strategy,  DoD  would  include  fuel  infrastructure  assets  in 
a  broader  privatization  venture.  There  are  two  primary  variations  of  this 
strategy.  In  one  variation,  the  fuel  infrastructure  asset  is  tied  to  a  more  at¬ 
tractive  privatization  business  transaction.  For  example,  a  military  instal¬ 
lation  seeking  to  privatize  its  airfield  (say  through  a  public-private  venture 
with  a  county  that  wants  commercial  access  to  the  airfield  for  economic 
development)  could  include  in  its  broader  airfield  privatization  package 
the  military  gas  stations  and  all  the  operating  and  storage  fuel  tanks  on  the 
installation.  In  the  other  variation,  like-type  infrastructure  assets  are  bun¬ 
dled  together  in  a  regional  privatization  package.  For  example,  military  in¬ 
stallations  located  near  each  other  (say  within  25  miles)  could  seek  to 
privatize  their  military  gas  stations  under  a  regional  privatization  package. 

♦  Real  estate  exchange.  The  real  estate  exchange  strategy  is  a  land-for-serv- 
ices  arrangement.  Under  this  strategy,  DoD  would  lease,  on  a  long-term 
basis,  underutilized  land  to  the  private  sector  in  exchange  for  services, 
such  as  operation,  maintenance,  repair,  and  construction  of  selected  fuel 
infrastructure.  For  example,  a  military  service  with  30  acres  of  un¬ 
derutilized  land  at  a  bulk  fuel  storage  site  would  lease  that  land  for  appro¬ 
priate  commercial  use;  in  return,  the  commercial  lessee  would  build, 
operate,  and  maintain  two  new  storage  tanks  for  that  military  service. 


Divestiture 


Divestiture  is  a  different  class  of  strategy.  Instead  of  maintaining  ownership  of  the 
fuel  infrastructure  and  finding  alternative  means  to  maintain  it,  DoD  would  sell  or 
otherwise  dispose  of  its  infrastructure.  It  would  then  buy  the  product  or  service 
associated  with  the  divested  infrastructure  directly  from  commercial  sources.  For 
example,  under  the  divestiture  strategy,  a  military  service  would  cease  using  a 
bulk  storage  site  and,  instead,  would  rely  on  a  nearby  commercial  site  for  the  req¬ 
uisite  fuels.  In  another  example,  a  military  installation  would  cease  using  its  mili¬ 
tary  gas  stations  to  fuel  its  vehicles  and,  instead,  would  rely  on  commercial  or  the 
Exchange  Services’  gas  stations  for  fuel.  In  both  examples,  DoD  would  close 
down  the  fuel  infrastructure  assets  (storage  tanks  and  gas  stations)  and  either  de¬ 
molish  them  and  put  the  land  under  them  to  productive  use  or  would  otherwise 
dispose  of  the  property  (e.g.,  through  lease  or  sale). 

Candidate  Sites  for  Privatization 

To  identify  candidate  fuel  infrastructure  projects  with  privatization  potential,  we 
surveyed  DoD’s  fuel-related  capital  assets  and  reviewed  the  projected  military 
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construction  projects.  We  also  consulted  industry  representatives  from  oil  compa¬ 
nies,  service  providers,  and  fuels-related  associations;  we  wanted  to  learn  what 
incentives  and  business  conditions  would  motivate  the  private  sector  to  invest  in 
DoD’s  infrastructure.  Finally,  we  considered  factors  that  would  make  the  study 
useful  and  acceptable  to  the  DoD  components.  On  the  basis  of  that  preliminary 
work,  we  developed  the  following  set  of  selection  criteria: 

♦  One  site  per  military  department.  All  three  military  departments  have  fuel 
infrastructure  projects  on  the  backlogged  military  construction  list.  Poten¬ 
tially,  all  three  military  departments  could  benefit  from  fuel  infrastructure 
privatization.  Thus,  for  equity,  we  wanted  each  military  department  to 
have  an  opportunity  to  reap  that  benefit. 

♦  High-value  asset/project.  Fuel  infrastructure  privatization  is  an  uncommon 
and,  generally,  untested  approach  with  DoD.  We  expect  that  most,  if  not 
all,  privatization  will  be  costly,  time-consuming,  and  difficult  to  imple¬ 
ment.  To  justify  a  privatization  effort,  we  thought  it  would  be  useful  to 
concentrate  on  potentially  high-payoff  projects  (e.g.,  large  cost  savings  in 
renovation  or  construction  costs  or  large  cost  avoidance  in  future  and  un¬ 
programmed  maintenance  and  repair  costs).  Thus,  we  wanted  DoD  to  fo¬ 
cus  on  privatizing  those  high-value  assets  or  projects  that  could  potentially 
yield  that  high  payoff. 

♦  High  potential  for  commercial  use.  The  private  sector  will  divert  its  atten¬ 
tion  from  its  day-to-day  business  to  consider  DoD’s  privatization  efforts 
only  if  it  sees  potential  for  profitable  commercialization  of  DoD’s  fuel  in¬ 
frastructure.  In  general,  that  potential  will  be  greater  in  locales  with  in¬ 
creasing  demands  for  commercial  fuel  that  cannot  be  met  economically 
with  the  current  or  projected  supply  of  private-sector  fuel  infrastructure. 
Thus,  we  identified  two  factors  to  help  predict  the  commercialization  po¬ 
tential: 

>-  Proximity  to  a  growing  metropolitan  area.  If  the  DoD  fuel  infrastruc¬ 
ture  is  in  or  relatively  close  to  a  metropolitan  area  with  an  expanding 
economy,  it  is  more  likely  that  the  demand  for  commercial  fuel  will  in¬ 
crease  near  the  DoD  infrastructure  site. 

>-  Proximity  to  a  densely  populated  area  with  high  real  estate  values.  If 
the  DoD  infrastructure  site  is  near  a  densely  populated  area  with  high 
real  estate  values,  it  is  likely  that  local  private  property  owners  would 
resist  new  fuel  infrastructure  in  their  area.  This  “not-in-my-backyard” 
attitude  could  drive  up  the  costs  of  expanding  the  supply  of  private  fuel 
infrastructure  in  that  area. 

♦  Good  mix  of  asset  types.  DoD  has  requirements  to  maintain,  renovate,  and 
construct  an  array  of  fuel  infrastructure  assets:  fuel  storage  tanks,  fuel 
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hydrants,  pipelines,  and  fuel  dispensing  facilities  (military  gas  stations). 
Thus,  we  wanted  to  avoid  focusing  solely  on  privatizing  one  type  of 
infrastructure  asset. 

♦  Good  mix  of  privatization  strategy  options.  We  wanted  to  explore  the  ap¬ 
plicability  of  all  five  privatization  strategies  because  none  of  the  strategies 
that  we  identified  are  generally  used  in  DoD. 

♦  At  least  one  site  with  no  renovation  or  construction  requirement  for  any  of 
its  fuel  infrastructure.  While  the  impetus  for  the  study  was  reducing  the 
backlog  of  military  construction  projects,  we  wanted  to  explore  the  poten¬ 
tial  for  avoiding  future  maintenance,  repair,  and  construction  costs  through 
a  fuel  infrastructure  privatization  option. 

We  applied  this  set  of  selection  criteria  to  all  military  installations  in  the  United 
States  (including  Guam  and  Puerto  Rico)  and  identified  and  ranked  25  candidate 
sites.  On  the  basis  of  a  preliminary  analysis,  we  dropped  one  site — Andersen  Air 
Force  Base  (AFB)  in  Guam — from  the  list.3  We  then  matched  potentially  advan¬ 
tageous  privatization  options  against  the  remaining  24  sites  and  presented  that  list 
to  the  steering  group  for  its  review.  The  list  is  presented  in  Table  1-1. 

Table  1-1.  Candidate  Pilot  Sites 


Rank 

Location 
(region  or  base) 

Asset 

Value 
($  millions) 

Military 

department 

Privatization 

strategy 

1 

Craney  Island 
Terminal,  Ports¬ 
mouth,  VA 

Storage  tank 

36.8 

Navy 

Real  estate  exchange 

u 

Colorado  Springs, 
CO 

Military  gas  stations 

3.6 

Army  and 

Air  Force 

Bundling  and  product 
plus  tariff 

■ 

Hickam  AFB,  HI 

Storage  tanks  and 
hydrants 

39 

Air  Force 

Shared  use 

1 

Fort  Leaven¬ 
worth,  KS 

None 

NA 

Army 

Bundling 

Fort  Bliss,  KS 

Storage 

3 

Army 

Bundling  or  divestiture 

■ 

Fort  Wain- 
wright/Elmendorf 
AFB,  AK 

Hydrants  and  storage 
tank 

106.6 

Air  Force 

Real  estate  exchange 
or  shared  use 

3  Although  we  thought  that  Andersen  AFB  could  be  an  ideal  site  for  a  public-private  venture 
(the  shared-use  strategy)  with  an  air  freight  delivery  service,  we  found  otherwise.  The  Guam  air¬ 
port  authority  had  already  explored  this  notion  and  queried  companies  such  as  Federal  Express, 
United  Parcel  Service,  and  DHL  Worldwide  Express  to  assess  the  concept’s  feasibility.  It  deter¬ 
mined  that  the  air  freight  countries  had  no  interest  in  establishing  transshipment  facilities  in  Guam 
primarily  because  of  labor  costs.  Guam,  as  a  territory  of  the  United  States,  must  comply  with  U.S. 
minimum  wage  laws,  thus  pricing  itself  out  of  the  Asian  labor  market.  Moreover,  with  the  current 
poor  state  of  financial  affairs  in  Asia,  companies  are  not  eager  to  increase  their  capital  investments 
in  the  Asia  market. 
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Table  1-1.  Candidate  Pilot  Sites  ( Continued ) 


Rank 

Location 
(region  or  base) 

Asset 

Value 
($  millions) 

Military 

department 

Privatization 

strategy 

■ 

Fort  Dix/McGuire 
AFB,  NJ 

Hydrants 

12 

Air  Force 

Real  estate  exchange 

Jacksonville,  FL 

Storage  tank 

24.4 

Navy 

Real  estate  exchange 

■ 

MCAS  Miramar, 

CA 

Storage 

56.2 

Marine 

Corps 

Bundling 

10 

Nashville  Airport, 
Nashville,  TN 

Storage 

15 

Air  Force 

Shared  use 

11 

Nellis  AFB,  NV 

Hydrants  and  storage 
tank 

45 

Air  Force 

Divestiture  or  bundling 

12 

Richmond  Airport, 
Richmond,  VA 

Storage  tank 

4 

Air  Force 

Shared  use 

13 

Fort  Huachuca, 

A Z 

Storage  tank 

6.8 

Army 

Bundling 

14 

Barksdale  AFB, 

LA 

Hydrants 

43.8 

Air  Force 

Real  estate  exchange 

15 

Fresno  Airport, 
Fresno,  CA 

Storage 

20.6 

Air  Force 

Shared  use 

16 

Birmingham  Air¬ 
port,  Birmingham, 
AL 

Storage 

3 

Air  Force 

Shared  use 

17 

Fort 

Lewis/McChord 
AFB,  WA 

None 

NA 

Army  and 

Air  Force 

Bundling  and  product 
plus  tariff 

18 

Homestead  AFB, 
FL 

None 

NA 

Air  Force 

Real  estate  exchange 

| 

19 

McDill  AFB,  FL 

None 

NA 

Air  Force 

Real  estate  exchange 

20 

San  Antonio,  TX 

None 

NA 

Army  and 

Air  Force 

Bundling  and  product 
plus  tariff 

21 

Reno  Airport,  NV 

Storage 

4 

Air  Force 

Shared  use 

22 

Travis  AFB,  CA 

Hydrants 

18.5 

Air  Force 

Real  estate  exchange 

23 

Maxwell  AFB,  AL 

None 

NA 

Air  Force 

Real  estate  exchange 
or  bundling 

24 

Hunter  Army  Air¬ 
field,  GA 

None 

NA 

Army  ! 

Real  estate  exchange 
or  bundling 

After  reviewing  the  list,  the  steering  group  directed  us  to  evaluate  the  potential  for 
privatization  at  the  five  top-ranked  candidate  sites:  Craney  Island  Terminal, 
Portsmouth,  VA;  Colorado  Springs,  CO;  Hickam  Air  Force  Base,  HE,  Fort  Leav¬ 
enworth,  KS;  and  Fort  Bliss,  TX. 
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Analytical  Approach 

In  our  analysis  of  the  privatization  potential  at  the  five  candidate  sites,  we  con¬ 
centrated  on  financial  feasibility  from  the  perspectives  of  both  the  private  sector 
and  DoD.  In  particular,  we  examined  the  potential  of  privatization  strategies  for 
reducing  DoD’s  capital  improvement  costs  without  adversely  affecting  readiness 
and  force  protection.  For  each  case,  we  developed  a  high-level  analytical  model 
that  would  enable  us  to  assess  financial  feasibility. 

In  our  models,  we  assumed  that  the  privatization  strategy  being  tested  was  uncon¬ 
strained  by  legal  and  regulatory  requirements.  For  example,  we  assumed  that,  be¬ 
fore  the  military  departments  enter  into  a  privatization  arrangement,  they  would 
ensure  they  were  in  compliance  with  the  pertinent  federal,  state,  and  local  envi¬ 
ronmental  laws  (such  as  the  National  Environmental  Policy  Act). 

We  also  assumed  that  each  site  would  continue  to  meet  the  military  units’  fuel  re¬ 
quirements.  Our  concern  was  to  set  each  privatization  scenario  in  such  a  way  that 
unit  readiness  would  not  be  adversely  affected.  Likewise,  each  privatization  sce¬ 
nario  was  premised  on  maintaining  the  same  level  of  base  security  that  was  in 
place  before  the  privatization  occurred.  By  making  these  assumptions,  we  judged 
that  force  protection  would  not  be  adversely  affected  if  the  fuels  infrastructure 
were  privatized  at  some  sites. 

In  addition  to  a  case-by-case  financial  analysis  of  privatization,  we  also  looked  at 
potential  legal  and  regulatory  impediments  to  privatization.  We  focused  on  the 
requirements  prescribed  in  OMB  Circular  A-76  Revised  Supplemental  Handbook, 
Performance  of  Commercial  Activities  (March  1996),  DoD’s  leasing  authority, 
and  the  requirements  of  the  Stewart  B.  McKinney  Homeless  Assistance  Act  (42 
U.S.C.  1 141 1).  For  potential  A-76  implications,  we  assessed  whether  the  privati¬ 
zation  effort  (other  than  divestiture)  would  shift  work  performed  by  10  or  more 
government  employees  to  a  contractor  as  a  consequence  of  the  privatization.4 

Our  review  of  legal  authorities  centered  on  DoD’s  authority  for  leasing  nonexcess 
property.  The  privatization  scenarios  for  Craney  Island  and  Hickam  AFB  were 
premised  on  long-term  leases  that  accepted  construction  services  as  payment  in 
kind — conditions  that  are  not  authorized  under  the  current  leasing  legislation,  10 
U.S.C  2667.  Moreover,  one  of  the  Fort  Leavenworth  scenarios  was  premised  on  a 
long-term  lease  that  accepted  maintenance  and  repair  services  for  facilities  not  on 
the  leased  land — also  conditions  that  are  not  authorized  under  the  current  leasing 
legislation. 


4Title  10  U.S.C.  2461  requires  the  Department  of  Defense  to  analyze  its  requirements  before 
outsourcing,  i.e.,  changing  a  commercial  activity  to  private-sector  performance.  The  OMB  A-76 
handbook  prescribes  the  analytical  requirements  that  are  triggered  when  work  involving  10  or 
more  government  employees  is  considered  for  outsourcing. 


1-8 


Introduction 


The  McKinney  Act  requires  that  all  underutilized  real  property  and  facilities  be 
reported  to  the  Department  of  Housing  and  Urban  Development  so  that  the  prop¬ 
erty  and  facilities  can  be  screened  with  homeless  providers  to  ascertain  whether 
those  assets  can  be  used  to  satisfy  needs  of  the  homeless.  If  an  application  is  made 
and  accepted,  the  property  must  be  conveyed  to  the  homeless  providers  at  no 
charge,  and  the  land  is  no  longer  available  for  leasing.  In  our  study  of  privatization 
strategies,  we  assessed  whether  it  was  likely  that  homeless  providers  would  lay 
claim  to  the  land  associated  with  the  privatization  effort. 

Report  Organization 

The  results  of  the  study  are  presented  in  the  following  chapters.  Chapters  2 
through  6  describe  the  analyses  of  the  five  candidate  sites  and  present  our  find¬ 
ings,  conclusions,  and  recommendations  for  privatization  at  those  sites.  Chapter  7 
summarizes  our  conclusions  and  presents  general  recommendations.  The  appen¬ 
dixes  contain  the  details  about  each  of  our  analytical  models. 
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Chapter  2 

The  Craney  Island  Site 


The  Craney  Island  site  met  several  of  our  selection  criteria  for  privatization.  As 
the  only  Navy  site  in  the  study,  Craney  Island’s  location  in  the  Norfolk  area  offers 
high  potential  for  commercial  use.  Furthermore,  Craney  Island  has  a  MILCON 
requirement  of  high  value — $36  million  for  the  construction  of  600,000  barrels  of 
new  storage  capacity  and  for  the  removal  of  seven  underground  storage  tanks 
(USTs).  Privatization  at  Craney  Island  offers  DoD  the  possibility  of  alleviating 
some,  or  all,  of  the  $36  million  MILCON  requirement. 

Background 

The  Craney  Island  fuel  depot  is  the  largest  single  government  fuel  storage  facility 
in  the  continental  United  States.  Comprising  874  acres,  the  depot  is  located  in  the 
northeastern  portion  of  Portsmouth,  VA,  on  the  western  shoreline  of  Hampton 
Roads  (Norfolk  Harbor),  25  miles  from  the  entrance  to  the  Chesapeake  Bay  at 
Cape  Henry.  The  surrounding  area  is  characterized  by  residential,  institutional, 
and  light  commercial  development  to  the  south  and  west.  To  the  north  are  the 
Portsmouth  city  landfill  and  the  Army  Corps  of  Engineers  dredge  disposal  site.  To 
the  south  is  the  U.S.  Coast  Guard  Base,  Portsmouth,  VA.  Craney  Island  is  ap¬ 
proximately  20  miles  southwest  of  the  Sewell’s  Point  petroleum  complex  and  is 
separated  from  the  Naval  Base  by  the  Elizabeth  River.  Craney  Island  has  both  un¬ 
derground  and  aboveground  storage  tanks,  two  deep-draft  fueling  piers,  and  a 
pipeline  interface  with  Colonial  Pipeline  Company  for  receiving  fuel.  In  addi¬ 
tional,  the  terminal  is  linked  to  Sewell’s  Point  with  two  underwater  pipelines:  a 
10-inch  dual-product  pipeline  dedicated  to  JP5  and  F76  and  an  8-inch  pipeline 
dedicated  to  wastewater.  The  terminal  handles,  receives,  stores,  and  issues  JP5, 
F76,  and  reclaimed  fuel  oil.  Craney  Island  is  also  equipped  with  a  facility  for  gen¬ 
erating  FOR.1 


Issue 


As  the  largest  fuel  storage  facility  in  the  United  States,  Craney  Island’s  extensive 
infrastructure  requires  significant  maintenance  and  repair  and  substantial  outlays 
of  capital  for  asset  replacement.  Recently,  the  facility  began  a  $21  million  project 
to  build  four  aboveground  storage  tanks  and  to  demolish  17  USTs  (because  they 
are  not  in  compliance  with  the  1998  UST  requirements).  Future  needs,  which  are 


1  Section  C.  Performance  Work  Statement  (PWS),  Operation  and  Maintenance  of  Defense 
Fuel  Support  Point  (DFSP),  Norfolk,  VA,  SP0600-98-R-0042,  February  1998. 
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not  funded,  include  $36  million  for  construction  of  600,000  barrels  of  additional 
capacity  (four  150,000-barrel  tanks)  and  the  removal  of  another  7  USTs. 

While  Craney  Island’s  fuels  infrastructure  is  extensive,  Craney  has  a  significant 
amount  of  underutilized  land — between  50  and  100  acres.  The  availability  of  un¬ 
derutilized  land  provides  an  opportunity  for  a  real  estate  exchange  with  the  private 
sector.  By  leasing  the  land  to  the  private  sector  in  exchange  for  the  construction  of 
new  tanks  for  the  Navy,  DoD  could  alleviate  all,  or  a  portion  of,  the  $36  million 
MILCON  requirement.  The  purpose  of  our  analysis  is  to  estimate  how  much  of 
the  $36  million  could  be  defrayed  through  a  real  estate  exchange. 

Privatization  Strategy 

The  privatization  strategy  that  we  formulated  for  the  Craney  Island  site  is  a  real 
estate  exchange.  Under  this  scenario,  the  Navy  leases  underutilized  land  to  a  pri¬ 
vate  entity.  In  return,  the  private  entity  builds  the  fuels  infrastructure  needed  by 
the  Navy.2  Under  this  approach,  portions  of  the  $36  million  MILCON  requirement 
can  be  mitigated  without  affecting  the  work  force  at  Craney  Island.  Therefore,  this 
scenario  does  not  trigger  A-76  requirements. 

Given  Craney  Island’s  proximity  to  the  Colonial  Pipeline  and  its  ability  to  accept 
delivery  of  fuel  by  barge,  the  Craney  Island  location  is  potentially  attractive  to  an 
oil  company  for  a  fuel  storage  facility.  The  potential  cost  savings  to  a  private  firm 
can  be  interpreted  as  the  maximum  amount  the  private  sector  would  be  willing  to 
provide  in  in-kind  construction  for  the  use  of  the  land. 

Analytical  Model 

To  determine  whether  a  real  estate  exchange  would  be  feasible  at  Craney  Island, 
we  focused  on  the  private-sector’s  perspective.  The  objective  of  our  analytical 
model  was  to  evaluate  the  magnitude  of  cost  savings  to  the  private  sector  associ¬ 
ated  with  building  fuel  storage  on  Craney  Island.  The  magnitude  of  these  savings 
can  be  used  as  a  proxy  for  the  value  of  Craney  land  and,  in  turn,  the  amount  of 
construction  a  private  firm  would  be  willing  to  provide  to  the  Navy  in  return  for 
the  land. 

From  the  private-sector’s  perspective,  an  oil  company  has  two  options  for  fuel 
storage:  it  can  store  fuel  for  the  Norfolk  area  at  a  commercial  fuel  terminal,  or  it 
can  build  and  operate  its  own  storage  facility.  If  an  oil  company  can  achieve  cost 
savings  by  building  and  operating  a  private  fuel  facility  on  Craney  Island  land,  it 
may  be  interested  in  a  real  estate  exchange. 


2  At  the  direction  of  the  steering  group,  we  limited  our  analysis  to  leasing  land  for  in-kind 
payments  of  construction  only. 
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The  Craney  Island  Site 


The  Craney  model  can  be  described  in  a  simple  equation: 


If 

costs  of  private 

< 

lease  costs  of  com¬ 

then 

potential  for  privati¬ 

tanks  on  Craney 

mercial  terminal 

zation  exists 

Private-sector  interest  in  the  venture  will  depend  on  the  magnitude  of  the  differ¬ 
ence  between  the  total  cost  of  storing  a  barrel  of  fuel  in  infrastructure  built  and 
operated  on  Craney  Island  land  and  the  total  cost  of  storing  a  barrel  of  fuel  at  a 
commercial  terminal. 

Storage  Costs  in  Private  Tanks  on  Craney  Island 

The  first  step  in  calculating  the  per  barrel  cost  of  storing  fuel  in  a  private  facility 
on  Craney  Island  was  to  estimate  construction  and  operating  costs.  We  based  our 
analysis  on  the  MILCON  requirement  for  building  600,000  barrels  of  storage  on 
Craney  Island.3  Assuming  the  private  sector  builds  storage  tanks  with  similar  ca¬ 
pacity,  we  estimated  that  construction  will  cost  $23.7  million,  or  $39  per  barrel.4 
The  details  of  this  analysis  are  shown  in  Appendix  A. 

The  second  step  in  calculating  the  storage  cost  per  barrel  was  to  estimate  the  total 
cost  of  storing  a  barrel  of  fuel  over  time.  Specifically,  we  determined  the  present 
value  of  storing  a  barrel  of  fuel  in  private  tanks  for  25  years.  To  calculate  these 
storage  costs,  we  assumed  construction  costs  are  financed  over  5  years  at  7  per¬ 
cent  (Moody’s  A-rated  corporate  bond  rate).  We  estimated  operating  costs  at  2 
percent  of  total  construction  costs,  increasing  with  inflation  over  the  25-year  pe¬ 
riod.  Because  the  present  value  is  calculated  on  the  cost  of  storing  a  barrel  of  fuel 
in  private-sector  tanks,  we  used  a  private-sector  discount  rate  of  15  percent.  Under 
this  model,  we  estimated  that  storing  one  barrel  of  fuel  over  the  next  25  years 
would  cost  $38.  The  details  of  this  analysis  and  all  assumptions  are  discussed  in 
Appendix  B. 

Storage  Costs  at  a  Commercial  Terminal 

Storage  costs  at  a  commercial  terminal  are  the  price  a  commercial  terminal  will 
charge  for  storing  fungible  product  (motor  or  aviation  fuel).  Through  interviews 
with  commercial  terminal  operators  in  the  Norfolk  area,  we  determined  that  the 
market  price  for  monthly  storage  of  fungible  product  is  $0.13  to  $0.25  per  barrel, 
assuming  only  one  inventory  turn  per  month.  If  inventory  turns  exceed  one  per 
month,  commercial  operators  apply  an  excess  throughput  charge  of  $0.42  to  $0.63 
per  barrel. 

3  DD  Form  1391,  FY  02  MILCON  Project  P-444,  Replace  Fuel  Tankage,  Defense  Fuel  Sup¬ 
port  Point,  Craney  Island,  Portsmouth  Virginia,  Dec.  5,  1997. 

4  We  assumed  that  the  private  sector  will  build  600,000  barrels  of  capacity  because,  although 
storage  costs  decrease  as  capacity  increases  (because  of  economies  of  scale),  the  capacity  of  com¬ 
mercial  terminals  in  the  Norfolk  area  averages  only  414,000  barrels.  Therefore,  it  is  unlikely  that  a 
private  entity  would  require  over  600,000  barrels  of  capacity. 
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Using  the  prices  quoted  above,  we  estimated  the  present  value  of  storing  a  barrel 
of  fuel  in  a  commercial  terminal  for  a  25-year  period,  assuming  a  2  percent  annual 
price  increase  to  match  inflation.  We  looked  at  four  scenarios  ranging  from  low 
price  with  no  excess  throughput  charge  to  high  price  with  two  excess  throughput 
charges  annually.  The  present  value  of  storing  a  barrel  of  fuel  under  each  of  these 
scenarios  at  a  15  percent  discount  rate  (private  sector)  is  shown  in  Table  2-1.  The 
table  also  shows  that,  on  average,  it  costs  $25  dollars  today  to  store  one  barrel  of 
fuel  for  25  years  at  a  commercial  terminal.  (See  Appendix  B.) 


Table  2-1.  Present  Value  of  Storage  Cost  per  Barrel 


Scenario 

Cost 

Low  price,  with  no  excess  throughput  charge 

$12 

High  price,  with  no  excess  throughput  charge 

$22 

Low  price,  with  two  excess  low  throughput  charges  annually 

$18 

High  price,  with  two  excess  high  throughput  charges  annually 

$32 

Average  price,  with  two  excess  average  throughput  charges 

$25 

Findings 

A  comparison  of  the  costs  of  storing  a  barrel  of  fuel  over  25  years  shows  that 
storing  fuel  in  private  tanks  built  on  Craney  Island  ($38  per  barrel)  is  53  percent 
more  expensive  than  using  a  commercial  terminal  ($25  per  barrel).  Therefore,  it  is 
unlikely  that  a  private  entity  would  be  interested  in  using  Craney  Island  land  for 
fuel  storage.  The  premium  in  price  indicates  that  the  value  of  Craney  land  for  use 
as  a  fuel  storage  facility  is  negligible.  In  other  words,  the  value  an  oil  company 
would  be  willing  to  pay  in  terms  of  construction  for  the  use  of  Craney  land  is  ex¬ 
pected  to  be  at  or  close  to  zero.  MILCON  cannot  be  alleviated  under  this  scenario. 

The  major  cost  differential  between  using  commercial  terminals  to  store  fuel  and 
building  and  operating  private  tanks  on  Craney  Island  can  be  explained  by  the  cur¬ 
rent  supply  and  demand  of  fuel  storage  in  the  Norfolk  area. 

The  Norfolk  area  has  fuel  storage  capacity  of  6.6  million  barrels,  which  can  han¬ 
dle  an  estimated  throughput  of  48.5  million  barrels  of  product  annually.  For  1998 
however,  the  estimated  throughput  of  fuel  in  the  Norfolk  area  is  only  33.4  million 
barrels,  indicating  a  surplus  of  15  million  barrels  of  throughput  capacity.  This  sur¬ 
plus  drives  prices  down  to  competitive  levels  and  explains  part  of  the  price  differ¬ 
ential  shown  in  the  cost  comparison. 

The  current  surplus  in  fuel  storage  capacity  is  not  expected  to  lessen  in  the  near 
future.  The  projected  demand  for  fuel  in  the  Norfolk  area  is  relatively  flat,  ranging 
between  33  million  and  34  million  barrels  annually  through  2005.  At  this  level, 
the  current  surplus  in  available  fuel  storage  capacity  will  remain  steady  with 
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enough  excess  capacity  to  accommodate  14  million  barrels  of  additional  through¬ 
put  annually.  Because  demand  for  additional  fuel  storage  is  unlikely  to  increase  in 
the  near  future,  increasing  the  supply  of  storage  will  not  yield  economic  gains. 

The  detail  of  this  analysis  is  provided  in  Appendix  C. 

Another  factor  driving  the  price  differential  is  the  age  of  the  current  infrastructure 
in  the  Norfolk  area.  Much  of  the  existing  tankage  and  support  facilities  in  the  Nor¬ 
folk  area  are  well  established  (they  may  have  been  constructed  more  than  30  years 
ago),  so  most,  if  not  all,  of  the  capital  investment  originally  required  to  build  the 
commercial  infrastructure  has  been  recovered.  Therefore,  because  they  do  not 
need  to  recover  capital  costs,  commercial  terminal  storage  operators  can  charge 
extremely  low  rates  for  fuel  storage. 

Another  Perspective 

The  Craney  Island  model  had  its  basis  in  the  exchange  of  land  for  construction. 
Our  approach  assessed  the  value  of  Craney  Island’s  underutilized  land  for  use  as  a 
private  fuel  storage  facility.  Under  the  current  market  conditions  in  the  Norfolk 
area,  few  gains  can  be  achieved  by  building  and  operating  private  fuel  storage  on 
Craney  Island.  However,  at  the  suggestion  of  the  steering  group,  we  expanded  our 
analysis  to  look  at  the  potential  for  a  real  estate  exchange  with  other  industries. 

As  a  first  step,  we  identified  industries  in  the  Norfolk  area  with  significant  pro¬ 
jected  growth.  Industrial  growth  is  defined  as  increased  output  resulting  from  in¬ 
creases  in  employment,  productivity,  or  both.  Table  2-2  projects  increases  in 
employment  through  2010.  The  three  industry  sectors  with  the  largest  expected 
growth  in  employment  are  agricultural  services;  construction;  and  finance,  insur¬ 
ance,  and  real  estate  services. 

Clearly  some  industries  would  have  no  interest  in  using  the  Craney  Island  land. 

For  example,  the  probability  of  private-sector  interest  in  using  Craney  Island’s 
land  for  retail  establishments  is  extremely  low.  Moreover,  die  use  of  Craney  Is¬ 
land  land  by  some  industries  would  be  inappropriate  because  of  the  massive  fuels 
infrastructure  currently  in  place  and  the  proximity  to  the  Craney  Island  Confined 
Disposal  Facility,  which  holds  Norfolk  Harbor  dredged  material.  In  addition,  envi¬ 
ronment  problems  on  Craney  Island  would  impede  any  use  of  the  land  for  agri¬ 
cultural  or  forestry  services.  The  main  growth  industry  that  might  be  interested  in 
using  Craney  Island  land  is  manufacturing. 

As  shown  in  Table  2-2,  the  manufacturing  sector  is  expected  to  experience  an 
overall  growth  in  employment  of  0.06  percent  annually  from  2000  to  2010;  em¬ 
ployment  in  nondurable  manufacturing  will  increase  0.39  percent  annually,  or  4 
percent  over  the  10-year  period. 

Productivity  in  the  manufacturing  sector  also  is  expected  to  expand.  According  to 
the  Bureau  of  Labor  Statistics,  productivity  gains  in  manufacturing  average  2.17 
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percent  annually.  Assuming  a  constant  labor  force,  manufacturing  output  over  the 
10-year  period  will  increase  by  approximately  22  percent  from  productivity  gains. 
Together,  employment  growth  and  expected  productivity  gains  provide  a  fore¬ 
casted  increase  in  manufacturing  output  (nondurable)  of  26  percent  from  2000  to 
2010. 


Table  2-2.  Projected  Annual  Increase  in  Employment  by  Industry 


Employment  (thousands) 

Industry 

2000 

2005 

2010 

Increase  (%) 

Farm 

1.9 

1.8 

1.6 

-1.70 

Nonfarm 

933.6 

988.8 

1 ,036.7 

1.05 

Private 

650.8 

700.2 

743.3 

1.34 

Agricultural  sen/ices,  forestry 

7.5 

8.3 

9.0 

1.84 

Mining 

0.3 

0.3 

0.3 

0.00 

Construction 

51.0 

54.9 

58.3 

1.35 

Manufacturing 

64.1 

64.4 

64.5 

0.06 

Durables 

38.8 

38.6 

38.2 

-0.16 

Nondurables 

25.3 

25.9 

26.3 

0.39 

Transportation  and  public 
utilities 

35.1 

37.0 

38.5 

0.93 

Wholesale  trade 

29.5 

30.9 

32.0 

0.82 

Retail  trade 

152.9 

162.1 

170.7 

1.11 

Finance,  insurance  and  real 
estate 

52.1 

55.5 

58.5 

1.17 

Total 

935.5 

990.6 

1 ,038.3 

1.05 

Source:  U.S.  Department  of  Commerce,  Economics  and  Statistics  Administration,  Regional 
Economic  Information  System  1969-1996. 


The  26  percent  increase  in  manufacturing  output  indicates  there  will  be  some  ad¬ 
ditional  demand  for  land  to  support  the  manufacturing  industry  by  2010.  How¬ 
ever,  municipal  incentives  to  foster  development,  employment,  and  community 
growth  in  the  Norfolk  area  include  the  provision  of  land  at  a  negligible  cost.  Ac¬ 
cording  to  the  Portsmouth  Department  of  Economic  Development,  the  city  of 
Portsmouth  has  approximately  230  acres  of  property  zoned  M-l  or  M-2  (light  and 
heavy  duty  industrial).  Of  the  230  acres,  97  are  improved  and  available  for  devel¬ 
opment,  at  little  or  no  cost  to  industry.  In  addition,  the  Port  Center,  a  venture  by 
the  Portsmouth  Redevelopment  and  Housing  Authority,  also  has  land  available  to 
attract  industrial  business.  Municipal  incentives  of  this  type  are  not  limited  to 
Portsmouth;  they  are  common  throughout  the  Norfolk  area.  For  example,  Virginia 
Beach  has  800  to  1,000  acres  available  for  industrial  use.  With  these  municipal 
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incentives  in  place,  private-sector  interest  in  “paying”  for  Craney  Island  land 
through  a  real  estate  exchange  is  unlikely.5 

Conclusions 

A  real  estate  exchange  of  Craney  Island’s  underutilized  land  for  construction  does 
not  appear  to  be  attractive  to  the  private  sector.  Although  Craney  Island  has  access 
to  both  the  Colonial  Pipeline  and  the  delivery  of  fuel  by  barge,  the  cost  of  building 
and  operating  private  storage  tanks  on  Craney  Island  land  is  53  percent  higher 
than  using  a  commercial  terminal  in  the  Norfolk  area.  The  premium  in  price  indi¬ 
cates  the  value  an  oil  company  would  be  willing  to  pay  in  terms  of  construction 
for  the  use  of  Craney  land  is  expected  to  be  at  or  close  to  zero. 

Much  of  the  price  premium  is  due  to  the  competitive  market  for  fuel  storage  in  the 
Norfolk  area.  The  current  fuel  storage  infrastructure  has  enough  excess  capacity  to 
handle  an  additional  15  million  barrels  of  throughput  annually.  This  surplus  has 
driven  the  price  for  fuel  storage  in  the  Norfolk  area  down  to  competitive  levels. 
These  prices  are  not  expected  to  increase  because  future  demand  for  fuel  storage 
is  expected  to  remain  flat. 

Interviews  with  oil  companies  validated  our  results.  Little  interest  in  a  real  estate 
exchange  existed  at  Craney  Island.  However,  one  company  did  mention  that  it 
might  be  interested  in  building  and  operating  storage  tanks  on  Craney  Island  land 
if  payment  for  the  operation  of  the  Craney  Island  fuel  depot  was  included  as  part 
of  the  package.  By  including  the  operation  of  the  Navy  facility,  economies  of 
scale  could  potentially  be  achieved  by  the  private  sector. 

The  potential  attractiveness  of  Craney  Island’s  land  to  an  oil  company  for  fuel 
storage  stems  from  its  proximity  to  the  Colonial  pipeline  and  Norfolk  Harbor.  In 
the  manufacturing  industry,  however,  few  incentives  exist  to  build  on  Craney  Is¬ 
land.  Furthermore,  the  economic  development  authorities  in  the  Norfolk  area  will 
provide  industrial  land  to  businesses  to  foster  development.  From  the  private- 
sector’s  perspective,  the  use  of  municipal  land  will  be  more  attractive  than  Craney 
Island  because  no  in-kind  construction  would  be  required. 

In  short,  real  estate  exchange  is  not  an  attractive  option  at  Craney  Island  in  the 
current  market  place.  The  success  of  a  real  estate  exchange  is  driven  primarily  by 
market  conditions.  In  a  growing  area  where  additional  industrial  land  is  needed — 
and  is  not  being  provided  by  the  municipal  government — available  industrial  land 
can  be  leased  at  a  premium.  A  real  estate  exchange  for  federal  land  in  such  a 


5  Municipal  incentives  primarily  cater  to  larger  businesses,  the  same  types  of  companies  with 
potential  interest  in  a  real  estate  exchange  at  Craney  Island.  Smaller  businesses  pay  for  land  in  pri¬ 
vate  industrial  parks  in  the  Norfolk  area.  These  smaller  businesses  are  not  considered  for  this 
analysis  as  their  potential  involvement  in  a  real  estate  exchange  at  Craney  Island  is  minimal. 
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market  would  have  a  much  higher  probability  of  success  than  is  the  case  at  Craney 
Island. 

Recommendations 

We  recommend  that  DoD  not  expend  further  effort  to  analyze  the  feasibility  of 
real  estate  exchange  at  Craney  Island.  Instead,  it  should  identify  areas  where  mar¬ 
ket  conditions  are  more  conducive  to  a  real  estate  exchange  scenario. 

The  Navy  could  also  consider  formulating  and  analyzing  a  different  type  of  priva¬ 
tization  strategy,  for  example,  one  in  which  the  operations  of  the  entire  Craney 
Island  fuel  depot  are  bundled  with  the  real  estate  exchange. 
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Chapter  3 

The  Colorado  Springs  Site 


The  Colorado  Springs  site  met  several  of  our  selection  criteria  for  privatization. 

Of  particular  interest  was  its  potential  for  regionalization,  because  both  the  Army 
and  Air  Force  have  facilities  in  the  area.  In  addition,  the  Army  facility,  Fort  Car- 
son,  has  a  $3.6  million  MILCON  requirement  for  fuel  infrastructure,  while  the  Air 
Force  sites  have  no  such  requirement.  An  evaluation  of  private-sector  opportuni¬ 
ties  at  Colorado  Springs,  and  a  determination  of  whether  these  activities  could  al¬ 
leviate  some,  or  all,  of  the  Fort  Carson  MILCON  requirement,  is  therefore 
warranted. 

Background 

The  Colorado  Springs  area  has  three  military  installations:  Peterson  AFB,  located 
at  the  southeast  comer  of  Colorado  Springs  adjacent  to  the  Colorado  Springs  mu¬ 
nicipal  airport;  Fort  Carson,  located  less  than  10  miles  from  Peterson  AFB  at  the 
south  end  of  Colorado  Springs;  and  the  Air  Force  Academy,  located  at  the  north¬ 
west  comer  of  Colorado  Springs,  adjacent  to  Pine  National  Forest.  Each  of  these 
installations  has  fueling  requirements  and  significant  fuels  infrastructure  to  sup¬ 
port  their  missions. 

Peterson  AFB  has  an  annual  throughput  of  145,000  barrels  of  fuel,  consisting  of 
JP8,  DL2,  and  GUM.  Peterson’s  fuel  infrastructure  includes  two  4,739-barrel 
aboveground  storage  tanks  (ASTs)  that  hold  JP8  and  four  356-barrel  underground 
storage  tanks  (USTs),  which  are  in  compliance  with  the  1998  UST  regulations. 
The  Academy’s  USTs  store  GUM  and  DL2.  Peterson’s  one  fuel  dispensing  facil¬ 
ity  consists  of  four  double-walled  fiberglass  tanks,  and  one  dispenser  with  two 
nozzles  for  each  grade  of  product.  Peterson  AFB  also  provides  some  fuel  services 
to  Cheyenne  Mountain  Air  Station,  Schriever  AFB,  and  the  2nd  Space  Warning 
Squadron  at  the  Buckley  Air  National  Guard  base.  Peterson  currently  has  no 
MILCON  requirements  for  fuel  infrastructure. 

The  Air  Force  Academy’s  fueling  needs  are  significantly  smaller  than  those  at 
Peterson  AFB.  The  Academy  has  annual  throughput  of  only  14,000  barrels  of  fuel, 
consisting  of  JP8,  MUR,  DF1,  and  100  low  lead.  The  Academy’s  infrastructure 
consists  of  one  50,000  barrel  AST  and  four  smaller  USTs.  The  Academy  has  no 
current  MILCON  requirement  for  fuel  infrastructure. 

Fort  Carson  uses  about  82,000  barrels  of  motor  fuel  annually  (JP8,  DL1,  DL2,  and 
regular  unleaded).  Unlike  the  Air  Force,  which  stores  its  fuel  primarily  in  one 
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location,  Fort  Carson’s  fuel  infrastructure  is  dispersed  throughout  the  base,  with 
29  active  USTs  and  10  fuel  dispensing  locations. 

Recently,  the  Army  began  looking  into  consolidating  some  of  these  facilities  into 
a  central  fueling  location,  closer  to  the  Fort’s  training  grounds.  To  this  end,  Fort 
Carson  submitted  a  Form  1391  to  build  a  central  bulk  storage  and  dispensing  fa¬ 
cility  and  a  smaller  retail  facility.  Both  facilities  would  have  ASTs,  with  appropri¬ 
ate  spill  containment  basins,  concrete  and  asphalt  support  pavement,  overhead 
protective  covers  for  the  fill  stations,  and  compressed  air  dispensing  stations.  In 
addition,  the  bulk  facility  would  have  an  operations  support  building  for  adminis¬ 
trative  functions,  lube  oil  storage,  and  facility  maintenance  activities;  the  retail  site 
also  would  have  space  for  operational  administration.1  This  MILCON  project  will 
cost  an  estimated  $3.6  million. 


Issue 


The  Colorado  Springs  area  is  unique  in  that  it  contains  three  military  installations 
with  significant  fuel  infrastructure  and  a  history  of  cooperation  for  the  provision 
of  installation  support.  These  factors,  plus  the  MILCON  requirements  at  Fort  Car- 
son,  make  the  Colorado  Springs  area  a  candidate  for  regionalization.  Under  a  re¬ 
gionalization  strategy,  fuels  operations  and  maintenance  services  across  all 
Colorado  Springs  installations,  plus  Fort  Carson’s  MILCON  requirement,  would 
be  bundled  in  one  privatization  package.  A  regional  package  provides  potential 
economies  of  scale  that  cannot  be  attained  through  individual  contracts. 

Privatization  Strategy 


The  privatization  strategy  we  formulated  for  the  Colorado  Springs  site  is  bundling 
via  regionalization.  Under  this  strategy,  fuel  operations  and  maintenance  at  Peter¬ 
son  AFB  (including  Cheyenne  Mountain  and  Falcon),  Fort  Carson,  and  the  Air 
Force  Academy  are  bundled  and  privatized,  using  one  contractor.  The  regional 
package  includes  all  fueling  operations  and  the  construction  of  a  $3.6  million  fuel 
station  and  storage  facility  at  Fort  Carson. 

Analytical  Model 

In  our  analysis  of  the  potential  for  privatization  in  the  Colorado  Springs  area,  our 
objective  was  to  evaluate  the  magnitude  of  the  cost  savings  to  DoD  from  the  pri¬ 
vatization  of  fuel  operations  at  installations  in  the  Colorado  Springs  area.  We  es¬ 
timated  costs  for  three  scenarios:  maintaining  the  status  quo  at  all  three 
installations;  privatizing  Fort  Carson’s  fuel  infrastructure,  but  maintaining  the 
status  quo  at  the  Air  Force  installations  (referred  to  as  the  Defense  Energy  Supply 

1  Data  on  the  Fort  Carson  central  bulk  fuel  storage  from  Army  MILCON  Form  1391 
(3/19/1996)  provided  by  the  Army  Petroleum  Center,  New  Cumberland,  PA. 


3-2 


The  Colorado  Springs  Site 


Center,  or  DESC,  concept);  and  privatizing  fuel-related  functions  at  all  three  in¬ 
stallations  through  regionalization. 

For  each  of  the  three  scenarios,  we  calculated  the  total  costs  of  providing  fuel 
services  and  construction.  To  account  for  differences  in  year-to-year  cash  flows, 
we  evaluated  total  costs  over  20  years.  The  cost  differential  between  the  two  pri¬ 
vatization  scenarios  and  the  status  quo  provides  information  on  the  potential  sav¬ 
ings  that  can  be  achieved  through  regionalization.  The  following  subsections 
summarize  the  approach  we  took  for  each  scenario;  details  are  provided  in  Ap¬ 
pendixes  D  and  E. 


Status  Quo 


The  total  costs  identified  for  the  status  quo  scenario  are  the  operations  and  main¬ 
tenance  costs  of  fuel  operations  at  each  Colorado  Springs  installation,  plus  the  to- 


tal  construction  costs  for  the  Fort  Carson  MILCON  requirement.  In  our  analysis, 
we  assumed  that  the  manpower  that  supports  these  activities  remains  stable  over 
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A  major  component  of  our  analysis  was  calculating 

the  total  cost  of  fuel  operations  and  maintenance  at  each  installation.  At  each  in¬ 
stallation,  fuels  operations  and  maintenance  activities  vary  both  in  size  and  labor 
type.  For  example,  base  fuels  operations  are  contracted  out  at  Peterson,  but  are 
provided  in-house  at  Fort  Carson.  In  another  example,  a  contractor  has  a  $400,000 
contract  at  Peterson  AFB  for  transient  aircraft  refueling,  a  function  that  does  not 
occur  at  the  Academy.  In  general,  we  defined  fuels  operations  and  maintenance 
costs  as  all  of  the  labor  and  nonlabor  costs  associated  with  the  following  activi¬ 
ties: 

♦  Base  fuel  operations 

♦  Fuel  infrastructure  maintenance  and  repair 

♦  Contract  oversight 

♦  Transient  aircraft  refueling  activities 

♦  Acquisition  and  maintenance  of  fuel  support  vehicles 

♦  Supply  support  (contracting). 

The  second  component  driving  total  costs  under  the  status  quo  scenario  is  the  con¬ 
struction  of  new  Fort  Carson  fuels  infrastructure.  This  $3.6  million  expenditure  is 
included  in  the  calculation  of  total  costs.  Because  the  cost  comparison  evaluates 
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the  present  value  of  cost  streams  over  20  years,  we  assumed  that  DoD  spends  the 
$3.6  million  at  the  start  of  the  20-year  period. 

DESC  Concept 

The  DESC  concept  is  based  on  a  pilot  privatization  program  being  conducted  by 
DESC  and  the  Army  Petroleum  Center  at  Fort  Bragg.  Under  the  concept,  fuels 
operations  and  maintenance  at  one  installation  are  contracted,  along  with  the  con¬ 
struction  of  needed  fuels  infrastructure.  This  concept 
is  proving  successful  at  Fort  Bragg  and  is  being 
evaluated  for  use  at  other  Army  installations. 

To  apply  the  DESC  concept  at  the  Colorado  Springs 
site,  we  assumed  that  all  fueling  activities  at  Fort 
Carson,  including  construction  and  operation  of  new 
infrastructure,  are  privatized.  Specifically,  a  contractor,  under  a  5-year  renewable 
lease  agreement,  is  responsible  for  all  fueling  operations  at  Fort  Carson,  plus  the 
construction  and  operation  of  the  two  new  fuel  facilities. 

The  contractor  recovers  the  total  costs  of  construction  through  the  lease  rate  for 
the  first  5-year  contract  period.  In  other  words,  large  MILCON  outlays  do  not  oc¬ 
cur  at  project  inception;  rather,  construction  costs  are  incorporated  in  the  lease  rate 
and  spread  over  the  first  5-year  period.  In  addition,  because  the  construction  and 
operation  of  the  infrastructure  is  contracted,  much  of  the  potential  environmental 
liability  is  passed  to  the  contractor.  The  first  5-year  lease  rate  also  covers  annual 
fuels  operations  and  maintenance  costs  for  the  period.  Subsequent  leases  cover 
only  fuel  operations  and  maintenance  costs. 

The  DESC  scenario  would  affect  the  estimated  9  full-time  equivalent  personnel 
(FTEs)  involved  with  the  fuels  operations  and  maintenance  at  Fort  Carson.  Once 
the  activity  is  contracted,  it  is  expected  that  8  FTEs  will  no  longer  be  necessary. 
Because  fewer  than  10  FTEs  would  be  affected,  A-76  requirements  are  not  trig¬ 
gered. 

The  DESC  scenario  does  not  incorporate  privatization  of  any  of  the  Air  Force  op¬ 
erations  and  maintenance  activities.  We  assumed  that  the  costs  of  these  activities 
will  remain  at  status  quo  levels.  The  Air  Force  status  quo  costs  are  included  in  this 
model  to  enable  a  fair  comparison  of  total  costs  between  models. 
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Regionalization 

Under  the  regionalization  scenario,  all  military  fuels  opera¬ 
tions  and  construction  in  the  Colorado  Springs  area  are  pri¬ 
vatized.  For  the  regionalization  scenario,  we  evaluated  the 
total  costs  of  using  a  single  contractor  to  operate  and 
maintain  fuel  facilities  at  all  installations  in  the  Colorado 
Springs  area,  as  well  as  to  build  the  Army  fuel  facilities. 

The  regionalization  model  is  similar  to  the  DESC  concept 
in  that  a  5-year  contract  is  negotiated  to  cover  the  total 
costs  of  construction,  operations,  and  maintenance.  The  variation  from  the  DESC 
concept  is  that  the  regionalization  approach  bundles  all  Colorado  Springs  installa¬ 
tions  into  one  contract. 

On  the  basis  of  recent  studies,  we  assumed  that  for  existing  Air  Force  and  Army 
contracts  that  are  competitively  bid,  regionalization  would  yield  2  percent  savings 
associated  with  economies  of  scale.2  For  services  provided  with  in-house  labor, 
we  assumed  that  regionalization  would  result  in  savings  of  5  percent.  The  differ¬ 
ential  of  only  5  percent  can  be  attributed  to  recent  downsizing  of  the  manpower 
used  to  provide  fuels  operations  and  maintenance  functions. 

The  regionalization  approach  affects  the  existing  labor  force  in  the  same  way  that 
it  is  affected  under  the  DESC  concept;  eight  FTEs  will  be  no  longer  be  necessary, 
resulting  in  significant  savings  for  the  Army.  There  is  little  impact  on  the  Air 
Force  in-house  labor  force  through  regionalization  because  most  of  the  fuels  op¬ 
erations  and  maintenance  services  for  the  Air  Force  installations  are  already  con¬ 
tracted  out.  The  cost  savings  to  the  Air  Force  and  Army  from  regionalization  are 
the  economies  of  scale  that  can  be  achieved  through  one  large  contract  over  ex¬ 
isting  installation-specific  fuels  contracts. 

Findings 

The  present  value  of  building  the  needed  infrastructure  at  Fort  Carson  and  of  op¬ 
erating  and  maintaining  fuel  facilities  at  all  three  Colorado  Springs  installations  is 
shown  in  Table  3-1  for  each  of  our  three  scenarios.  The  present  value  is  calculated 
over  a  20-year  period,  using  a  7  percent  discount  rate. 

As  the  table  shows,  through  a  privatization  initiative  involving  regionalization,  the 
services  can  jointly  save  $3.1  million  over  the  status  quo.  However,  through  just 
the  privatization  initiative  at  Fort  Carson  (the  DESC  concept),  DoD  could  save 
about  $2.6  million.  The  difference  in  potential  savings  between  the  DESC  concept 


2  See,  for  example.  Logistics  Management  Institute,  Joint  Regional  Installation  Support:  The 
Potential  for  Reducing  Base  Operations  Support  Costs,  Report  JS803R1,  David  Gallay  and  Char¬ 
les  L.  Home  HI,  May  1998.  That  study  showed  expected  gains  of  1  to  3  percent  for  contracted 
activities  and  4  to  6  percent  for  services  provided  in-house. 
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and  regionalization  approach  over  the  next  20  years  is  less  than  $550,000,  indi¬ 
cating  most  of  the  potential  savings  over  the  status  quo  are  accrued  to  the  Army. 
The  annual  savings  to  the  Air  Force  are  minimal. 

Table  3-1.  Present  Value  ofMILCON  and  O&M  of  Fuel  Infrastructure 
Under  Three  Model  Scenarios 


Installation 

Status  quo 

DESC 

Regionalization 

Fort  Carson 

Operations 

10,159,306 

— 

— 

MILCON 

3,581,000 

— 

— 

Subtotal 

13,742,306 

1 1 ,1 68,81 4a 

11,139,918 

Peterson  AFB  operations 

12,952,719 

12,952,719 

12,609,223 

Air  Force  Academy  operations 

6,945,900 

6,945,900 

6,787,740 

Total 

33,638,925 

31,067,433 

30,536,881 

Savings  over  status  quo 

— 

2,571,492 

3,102,044 

a  The  Fort  Carson  lease  rate  required  by  the  private  sector  for  the  first  5  years  is  approxi¬ 
mately  $1.5  million  and  is  calculated  assuming  the  contractor  requires  a  15  percent  rate  of  return. 


Conclusions 

In  the  Colorado  Springs  area,  no  significant  gains  can  be  achieved  from  regionali¬ 
zation. 

A  regionalization  approach  would  provide  some  savings  opportunities  for  the  Air 
Force.  However,  because  most  of  the  Air  Force’s  fuels  operations  are  under  con¬ 
tract,  a  regional  approach  for  providing  fuels  operations  and  maintenance  would 
yield  only  nominal  gains.  Furthermore,  because  the  Air  Force  has  no  MILCON 
requirements,  no  potential  savings  in  construction  costs  can  be  achieved  through 
privatization.  In  addition,  the  costs  associated  with  canceling  existing  contracts 
may  negate  any  projected  savings. 

A  regionalization  approach  also  would  provide  some  savings  for  the  Army.  How¬ 
ever,  that  approach  would  yield  little  or  no  savings  over  Army  privatization  with¬ 
out  Air  Force  participation.  The  best  alternative  for  Army  privatization  is  the 
DESC  concept,  which  is  proving  successful  at  Fort  Bragg.  By  using  the  DESC 
concept  (bundling  fuels  operations  and  maintenance  activities  with  needed  con¬ 
struction),  Fort  Carson  can  build  its  currently  unfunded  fuel  facilities  and  can  po¬ 
tentially  save  $2.6  million  over  the  next  20  years. 
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Recommendations 

Further  study  of  regionalization  in  the  Colorado  Springs  area  is  not  warranted. 
However,  the  DESC  concept  used  by  the  Army  Petroleum  Center  is  a  valid  ap¬ 
proach  to  use  at  Fort  Carson.  Significant  savings  to  the  Army  can  be  achieved  un¬ 
der  this  model  and  needed  MILCON  can  be  completed  at  Fort  Carson. 
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Chapter  4 

The  Hickam  AFB  Site 


As  a  candidate  for  privatization  of  its  fuel  infrastructure,  Hickam  AFB  met  several 
of  our  criteria  for  selection.  First,  Hickam  has  a  $39  million  MILCON  require¬ 
ment  to  upgrade  its  existing  hydrant  and  tank  infrastructure.  Second,  Hickam  is 
located  in  a  robust  metropolitan  area — Honolulu — and  is  adjacent  to  the  Honolulu 
International  Airport  (HIA).  These  two  factors  offer  the  potential  to  meet 
Hickam ’s  MILCON  requirement  through  a  public-private  venture  with  the  air¬ 
port’s  fuel  operator  and  thus  the  potential  for  cost  avoidance. 

Background 

Hickam  Air  Force  Base  is  the  headquarters  of  the  Pacific  Air  Forces  and  the  15th 
Air  Base  Wing.  The  mission  of  the  15th  Air  Base  Wing  is  to  enhance  PACAF’s 
power  and  reach  by  supporting  air  operations,  maintaining  combat-ready  forces, 
and  providing  services  and  support  in  the  Pacific.  A  major  responsibility  of  the 
wing  is  providing  maintenance  and  refueling  for  aircraft  transiting  Hickam  be¬ 
tween  the  continental  United  States  and  the  Western  Pacific.  Aircraft  assigned  are 
two  C-135s  flown  by  the  wing’s  65th  Airlift  Squadron  to  provide  airlift  for  the 
Commander  in  Chief,  United  States  Pacific  Command,  and  for  the  PACAF 
Commander,  in  addition  to  supporting  other  PACAF  air  operations. 

The  base,  which  consists  of  2,850  acres  of  land  and  facilities  valued  at  more  than 
$350  million,  has  a  joint-use  agreement  with  the  adjacent  Honolulu  International 
Airport.  Under  the  agreement,  Hickam  and  HIA  share  runways,  essentially  con¬ 
stituting  a  single  airport  complex. 


Issue 


Hickam  Air  Force  Base’s  hydrant  fueling  system  has  exceeded  its  life  expectancy. 
System  leaks  are  a  constant  problem,  and  2  of  12  hydrant  outlets  are  out  of  com¬ 
mission.  In  addition,  the  electrical  power  system  is  unreliable;  electrical  failures 
typically  cause  1-hour  delays  during  duty  hours  and  2-  to  4-hour  delays  during 
nonduty  hours. 

DLA  has  identified  a  $39  million  MILCON  requirement  to  replace  the  base’s  hy¬ 
drant  fueling  system,  including 

♦  pump  house, 

♦  two  25,000-barrel  storage  tanks, 
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♦  32  hydrant  outlets, 

♦  piping  system, 

♦  truck  fill  stands,  and 

♦  truck  checkout  station. 

At  issue  is  whether  the  Air  Force  and  DLA  can  find  alternative  financing  for  this 
MILCON  requirement. 

Privatization  Strategy 

The  proposed  privatization  strategy  for  providing  Hickam  a  new  hydrant  fueling 
and  storage  system  is  to  expand  the  cooperation  already  in  place  with  Honolulu 
International  Airport.  Specifically,  the  strategy  would  involve  establishing  a  part¬ 
nership  with  HIA’s  fuel  owner/operator.  The  owner  of  the  fueling  infrastructure  at 
the  airport  is  a  consortium  of  the  major  airlines.  The  airlines  started  the  consor¬ 
tium  to  ensure  that  they  had  a  steady  supply  and  reserve  of  fuel.  A  reserve  is  im¬ 
portant  because  the  fuel  production  capacity  on  the  island  falls  short  of  the  de¬ 
mand,  requiring  transport  of  fuel  from  the  mainland.  Because  mainland  fuel  is 
subject  to  price  variability,  the  reserve  provides  a  cushion  to  spikes  in  fuel  price. 

The  consortium  contracts  with  a  private  firm  to  operate  HIA’s  fuel  infrastructure. 
From  discussions  with  that  firm,  LMI  learned  that  the  consortium  requires  an  ad¬ 
ditional  200,000  barrels  of  fuel  storage  capacity.  The  consortium  is  studying  pro¬ 
posed  locations  for  additional  storage  tanks. 

Hickam’ s  need  for  new  fuel  infrastructure,  combined  with  HIA’s  need  for  a  site 
for  its  additional  storage  tanks,  offer  the  potential  for  an  attractive  public-private 
venture.  The  specific  privatization  strategy  that  we  formulated  consists  of  an 
agreement  between  Hickam  and  HIA’s  fuel  consortium.  Under  such  an  agreement, 
the  Air  Force  would  lease  the  land  required  for  the  additional  tanks  to  the  consor¬ 
tium.  In  exchange,  the  consortium’s  fuel  operator  would  build,  maintain,  and  op¬ 
erate  Hickam’ s  new  hydrant  fueling  system  as  well  as  the  consortium’s  new  tanks. 

Analytical  Model 

For  the  strategy  to  be  successful,  two  objectives  must  be  met: 

♦  It  must  be  financially  feasible  for  a  private  operator  to  build,  maintain,  and 
operate  the  hydrant  and  fuel  storage  system. 

♦  The  cost  to  the  Air  Force  of  participating  in  the  public-private  venture 
must  be  less  than  the  MILCON  and  O&M  costs. 
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Our  analytical  model  reflects  those  two  objectives  and  can  be  expressed  as  simple 
equations: 


If 

partner’s  costs  to 

< 

partner’s  costs  to 

then 

potential  for  privati- 

build,  operate,  and 
maintain  at  Hickam 

build  at  HIA 

zation  exists 

If 

cost  to  Air  Force 

< 

MILCON  plus 

then 

potential  for  privati- 

O&M  cost 

zation  exists 

For  our  analysis,  we  needed  to  calculate  total  expenses,  which  we  defined  as  the 
cost  to  build,  operate,  and  maintain  the  fuel  infrastructure,  and  total  revenues, 
which  we  defined  as  the  product  of  the  cost  per  barrel  and  the  total  annual 
throughput  of  fuel.  To  calculate  the  expenses  and  revenues  associated  with  this 
privatization  strategy,  we  made  a  number  of  conservative  assumptions.  For  exam¬ 
ple,  we  reduced  the  $39  million  value  of  the  MILCON  requirement  (construction 
cost)  by  19  percent  to  reflect  efficiencies  in  private  construction  and  the  use  of 
civilian  construction  specifications.  We  assumed  that  Hickam  would  lease 
100,000  square  feet  of  land — adequate  for  four  50,000-barrel  storage  tanks — to 
the  HIA  consortium  at  a  rate  of  $5.00  per  square  foot. 

Because  the  construction  cost  exceeds  the  implied  value  of  the  land  to  be  leased  to 
the  private  fuel  operator,  we  added  a  10  percent  surcharge  to  the  per  barrel  con¬ 
struction  and  O&M  charges  to  be  paid  by  the  Air  Force  for  each  barrel  of  fuel 
supplied  by  the  fuel  operator.  In  other  words,  the  Air  Force  would  pay  for  the  in¬ 
cremental  value  of  the  MILCON  requirement  through  a  product-plus-tariff  ar¬ 
rangement. 

We  obtained  information  about  Hickam’s  fuel  throughput  by  surveying  Hickam’s 
fuel  operations  staff;  we  assumed  that  this  throughput  would  remain  constant  over 
a  25-year  period.  Our  assumptions  are  summarized  below: 


Inflation/escalation  rate 
Private  discount  rate 
Government  discount  rate 
Construction  cost 

O&M  cost  as  percentage  of  construction  cost 

Hickam  throughput 

Throughput  fee 

Required  land 

Leased  cost  of  land 


2% 

15% 

7% 

$31,590,000 

2% 

1,670,775  barrels 
10%  per  barrel 
100,000  square  feet 
$5.00  per  square  foot 
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Findings 


Given  our  conservative  assumptions,  we  projected  that,  by  following  this  privati¬ 
zation  strategy,  the  Air  Force  would  save  $1 1.8  million  over  the  25-year  lease  pe¬ 
riod.  This  savings  is  the  difference  between  the  cost  to  the  Air  Force  to  build,  op¬ 
erate,  and  maintain  the  MILCON  requirement  and  the  cost  to  a  private  operator  to 
do  the  same.  Some  of  the  savings  can  be  attributed  to  the  value  of  the  Hickam 
land;  building  on  Hickam  yields  a  $3.7  million  benefit  to  the  HI  A  fuel  operator. 
Some  savings  also  can  be  attributed  to  the  private  sector’s  ability  to  finance  capi¬ 
tal  costs  over  a  period  of  time — in  this  case,  7  years.  Finally,  from  the  private 
partner’s  perspective,  providing  the  Air  Force  MILCON  requirement  has  a  net 
present  value  of  $2.4  million.  (See  Appendix  F  for  detailed  tables.)  The  cost  to  the 
Air  Force  translates  to  $0.32  per  barrel  per  month  for  the  first  7  years — the  period 
over  which  the  private  sector  is  likely  to  spread  the  capital  costs.  After  this  period, 
the  value  of  land  leased  to  the  private  sector  will  begin  to  offset  the  O&M  costs, 
resulting  in  no  additional  per  barrel  cost  to  the  Air  Force. 

The  savings  estimate  is  calculated  as  follows: 

Cost  to  Air  Force  $46.4  million 

Cost  to  private  operator  $34.6  million 

Savings  $11.8  million 

The  savings  estimate  is  conservative  and  does  not  account  for  economies  of  scale 
that  could  be  realized  by  the  private  operator  or  for  savings  from  reductions  in  the 
work  force. 

Conclusions  and  Recommendations 

On  the  basis  of  our  preliminary  analysis,  we  concluded  that  applying  the  product- 
plus-tariff  privatization  strategy  at  Hickam  may  be  advantageous  to  the  Air  Force. 
We  recommend  that  the  Air  Force  continue  to  consider  this  option  through  a  more 
comprehensive  study  that  covers  key  elements  not  in  the  scope  of  our  high-level 
analysis.  At  a  minimum,  this  study  should  do  the  following: 

♦  Assess  the  willingness  of  HIA’s  fuel  consortium  to  work  with  the  Air 
Force  in  a  public-private  venture. 

♦  Determine  work  force  requirements.  Our  analysis  assumed  that  the  current 
work  force  would  remain  in  place  under  private-sector  operations.  It  is 
likely,  however,  that  a  private  operator  could  perform  the  same  level  of 
service  with  less  staff. 
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♦  Develop  a  detailed  estimate  of  the  costs  of  building  Hickam’ s  new  fuel  in¬ 
frastructure  to  commercial  specifications.  The  possibility  of  reducing  the 
actual  infrastructure  requirement  while  maintaining  the  desired  level  of 
service  also  should  be  considered.  For  example,  it  may  be  possible  to  re¬ 
duce  the  number  of  hydrants  without  compromising  surge  requirements. 

♦  Propose  legislation  for  enhanced  leasing  authority  to  test  fuel  infrastruc¬ 
ture  privatization  strategies,  including  not  only  the  current  leasing  authori¬ 
ties  prescribed  in  10  U.S.C.  2667,  but  also  authorities  for  DoD  to  do  the 
following: 

>•  Lease  nonexcess  property  for  50  years  (or  longer,  if  the  Secretary  of 
Defense  determines  that  the  longer  term  would  benefit  DoD  or  other 
federal  government  interests) 

>■  Use  lease  revenues  for  construction  services 

>•  Accept  construction  services  as  payment  in  kind. 
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Chapter  5 

The  Fort  Leavenworth  Site 


As  a  candidate  for  privatization  of  its  fuel  infrastructure,  Fort  Leavenworth  met 
several  of  our  selection  criteria.  First,  Fort  Leavenworth  does  not  have  a  fuel  in¬ 
frastructure  MILCON  requirement,  and  thus  presents  a  possibility  for  cost  avoid¬ 
ance.  In  addition,  Fort  Leavenworth  is  located  in  a  growing  metropolitan  area  and 
its  fuels  infrastructure  includes  both  storage  tanks  and  fuel  dispensing  facilities. 
Finally,  Fort  Leavenworth  has  been  seeking  a  partner  that  would  be  willing  to  op¬ 
erate  and  maintain  its  airfield.  Together,  these  factors  provide  the  opportunity  to 
create  an  attractive  high-value  privatization  project  by  packaging  the  infrastructure 
with  the  opportunity  to  establish  a  local,  public  airfield. 

Background 


The  fuel  infrastructure  at  Fort  Leavenworth  consists  of  three  15,000-gallon  under¬ 
ground  tanks  for  storing  JP8  fuel  located  at  Sherman  Army  Airfield,  and  a  trans¬ 
portation  motor  pool  (TMP)  fuel  station  with  three  12,000-gallon  underground 
tanks  for  storing  diesel  fuel  and  MOGAS.  The  infrastructure  is  relatively  new,  so 
Fort  Leavenworth  has  no  pending  MILCON  projects  related  to  the  fuel  infra¬ 
structure.1 

Both  Fort  Leavenworth  and  the  adjacent  City  of  Leavenworth  are  located  in  the 
western  quadrant  of  the  Kansas  City  metropolitan  area.  For  over  a  decade,  the 
Mid- America  Regional  Council  (MARC) — the  authority  responsible  for  planning 
the  regional  airport  system  in  the  Kansas  City  area — and  the  Federal  Aviation 
Administration  (FAA)  have  acknowledged  a  need  for  a  full-service,  public -use 
airport  in  this  quadrant  of  metropolitan  Kansas  City.  In  recognition  of  this  need, 
the  City  of  Leavenworth  engaged  Bucher,  Willis  &  Ratliff,  a  Kansas  City-based 
architectural  and  engineering  firm,  to  conduct  an  airport  site  selection  study  and  to 
develop  a  master  plan.  This  study,  completed  in  May  1993,  confirmed  the  need  for 
a  new  regional  airport  and  recommended  a  site  10  miles  south  of  the  City  of 
Leavenworth.2  The  need  for  an  airfield  in  the  Leavenworth  area  is  expected  to  be¬ 
come  more  urgent  when  the  National  Association  for  Stock  Car  Auto  Racing 
(NASCAR)  completes  the  construction  of  an  automobile  race  track  about  15  miles 
from  the  City  of  Leavenworth.  This  racetrack,  which  probably  will  be  completed 

1  Because  of  changes  in  environmental  regulations,  the  TMP  and  its  associated  fuel  tanks  were 
replaced  in  1993  to  provide  double- walled  fiber  glass  construction  and  full  in-tank  monitoring.  The 
JP8  storage  tanks  were  replaced  in  1995  after  being  damaged  during  the  Midwestern  floods  in 
1993. 

2  Leavenworth  City/County  Airport  Site  Selection  Study  and  Master  Plan  1991-2010,  Kansas 
City:  Bucher,  Willis  &  Ratliff,  May  1993. 
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in  2001,  will  have  a  measurable  impact  on  operations  and  air  traffic  for  a  new  re¬ 
gional  airport  from  aircraft  based  in  other  parts  of  the  country.3 

An  alternative  to  building  a  new  airport  is  to  make  Sherman  Army  Airfield  avail¬ 
able.  That  alternative  became  a  possibility  as  a  result  of  two  major  developments 
that  occurred  after  the  master  plan  study  was  completed.  First,  the  Army  aircraft 
based  at  Sherman  are  to  be  reassigned  to  other  bases,  and  because  of  budget  con¬ 
straints,  Fort  Leavenworth  no  longer  feels  it  can  afford  to  operate  the  airfield.  As  a 
result,  the  garrison  command  has  been  seeking  a  partner  that  would  be  willing  to 
operate  and  maintain  the  airfield.  Second,  the  original  site  recommended  in  the 
master  plan  study  has  been  sold  to  a  developer  and  is  no  longer  available. 


Issue 


Although  the  impetus  of  our  study  was  to  reduce  the  backlog  of  military  construc¬ 
tion  projects,  we  wanted  to  explore  the  potential  for  cost  avoidance  from  privat¬ 
izing  fuels  infrastructure  that  is  in  good  condition.  We  expected  this  cost 
avoidance  to  be  realized  by  having  a  partner  assume  future  operations,  mainte¬ 
nance,  repair,  and  construction  costs  under  a  privatization  initiative.  In  addition, 
because  Fort  Leavenworth  wishes  to  privatize  its  airfield,  we  viewed  it  as  an  op¬ 
portunity  to  test  the  feasibility  of  privatizing  fuel  infrastructure  as  part  of  a 
broader  privatization  package. 

Privatization  Strategies 

We  assessed  two  distinct  strategies  in  our  evaluation  of  the  potential  for  privatiz¬ 
ing  Fort  Leavenworth’s  fuels  infrastructure:  bundling  and  real  estate  exchange.  In 
our  analysis  of  the  privatization  of  Fort  Leavenworth’s  fuels  infrastructure  in  the 
context  of  bundling,  we  assumed  that  the  Army  would  seek  a  joint- venture  partner 
to  privatize  Fort  Leavenworth’s  airfield  and  would  include  its  TMP  gas  station 
and  operating  fuel  tanks  in  the  privatization  package.  As  an  alternative,  we  as¬ 
sumed  that  the  Army  would  lease  about  50  acres  of  underutilized  land  at  Fort 
Leavenworth  to  a  developer  in  exchange  for  the  developer’s  assumption  of  opera¬ 
tions,  maintenance,  and  construction  costs  at  the  base’s  TMP  fuel  station  and  stor¬ 
age  tanks. 


3  According  to  NASCAR,  attendance  at  its  races  averaged  190,625  in  1997.  Conservatively, 
we  estimated  that,  if  one  quarter  of  a  percent  of  these  attendees  flew  in  on  private  planes  and  two 
races  occurred  per  year  at  the  new  Kansas  City  track,  then  there  would  be  a  one-time  increase  of 
more  than  10  percent  in  the  number  of  operations  at  the  new  regional  airport  for  aircraft  based  in 
other  cities  over  that  number  predicted  in  the  1993  Leavenworth  study. 
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Analytical  Models 

Because  our  assessment  of  the  privatization  opportunities  for  fuels  infrastructure 
at  Fort  Leavenworth  involved  two  distinct  strategies,  we  developed  two  separate 
models  to  analyze  the  financial  feasibility  of  the  approaches.  In  the  following 
paragraphs,  we  first  provide  an  overview  of  the  model  that  we  created  to  analyze 
the  bundling  of  Fort  Leavenworth’s  fuels  infrastructure  into  a  broader  privatiza¬ 
tion  package.  We  then  describe  the  basic  concept  and  the  analytical  scheme  un¬ 
derlying  the  model  that  we  devised  to  evaluate  a  real  estate  exchange. 


Bundling 


The  objective  of  the  bundling  model  is  to  determine  whether  privatization  of  an 
airfield  at  Fort  Leavenworth,  which  incorporates  the  bundling  of  the  operations, 
maintenance,  repair,  and  construction  of  its  fuels  infrastructure,  is  financially  fea¬ 
sible.  Conceptually,  the  model  needs  to  assess  whether  a  prospective  joint- venture 
partner  can  gamer  or  generate  enough  value  from  a  privatized  airfield  to  cover 
operations,  maintenance,  and  some  construction  of  the  fuels  infrastructure  over  25 
years  and  still  earn  an  acceptable  return. 

In  our  financial  analysis,  we  considered  two  bundling  scenarios: 

♦  The  Army’s  joint- venture  partner  would  be  Leavenworth  County,  which 
would  establish  a  full-service,  public-use  airport. 

♦  The  Army’s  joint- venture  partner  would  be  a  private  firm,  which  would 
operate  a  profitable  business  venture  using  Sherman  Airfield’s  facilities. 

For  both  alternatives,  we  assumed  that  the  joint- venture  partner  would  facilitate 
operations  by  moving  the  TMP  fuel  station  from  its  current  location  within  the 
cantonment  area  to  a  site  at  the  airfield. 

The  underlying  concept  of  the  scenario  in  which  Leavenworth  County  is  the 
Army’s  partner  is  to  compare  the  county’s  cost  of  acquiring  and  operating  Sher¬ 
man  Airfield  and  the  Army’s  fuels  infrastructure  (i.e.,  the  county’s  cost  of  part¬ 
nering  with  the  Army  to  acquire  an  airport)  with  its  cost  of  building  a  new  airport. 
The  concept  can  be  expressed  as  follows: 


If 

county’s  cost  to 

< 

county’s  cost  to  build 

then 

potential  for  privati- 

partner  with  Fort 
Leavenworth 

a  new  airport 

zation  exists 

The  key  driver  for  this  scenario  is  the  local  political  will  to  develop  an  airport. 

For  the  scenario  in  which  a  private  firm  is  the  partner,  the  underlying  concept  of 
the  model  is  to  compare  the  costs  of  operating  the  airfield  and  the  Army’s  fuels 
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infrastructure  with  the  projected  revenues  generated  from  private-sector  utiliza¬ 
tion.  This  concept  can  be  expressed  as  follows: 


If 

revenues  gener- 

> 

costs  to  operate  air- 

then 

potential  for  privati- 

ated  from  airfield 

field  and  fuels  infra¬ 

zation  exists 

operation 

structure 

In  this  scenario,  the  key  driver  is  essentially  the  private-sector  demand  for  an  air¬ 
field  for  general  (including  business)  aviation. 

Much  of  the  data  for  our  analysis  of  the  bundling  strategy  at  Fort  Leavenworth 
came  from  the  1993  Bucher,  Willis  &  Ratliff  study.  For  the  Leavenworth  County 
scenario,  we  used  the  study’s  estimate  of  airport  construction  costs,  adjusting 
them  to  create  a  valid  comparison  with  the  facilities  at  Sherman  Airfield.  We 
compared  these  adjusted  costs  to  our  projections  of  the  county’s  incremental  ex¬ 
penditures  for  acquiring  and  operating  Sherman  Airfield  and  the  Army’s  fuel  fa¬ 
cilities.  For  the  private-firm  scenario,  we  used  the  demand  projections  in  the  1993 
study,  adjusting  them  for  the  additional  demand  expected  when  NASCAR  races 
begin.  We  used  these  projections  to  forecast  pro  forma  revenues  and  combined 
them  with  our  projections  of  expenses  to  create  annual  operating  pro  formas  for  a 
25-year  period.  Appendix  G  provides  a  more  detailed  explanation  of  the  analytical 
methodologies  that  we  applied  to  the  two  bundling  scenarios. 

Real  Estate  Exchange 

The  fundamental  objective  of  the  real  estate  exchange  model  was  to  determine  the 
financial  feasibility  to  a  partner  of  operating,  maintaining,  and  improving  the  fuel 
infrastructure  at  Fort  Leavenworth  in  exchange  for  underutilized  land.  The  basic 
scheme  underlying  this  model  is  that  the  Army  leases  or  sells  about  50  acres  of 
underutilized  land  at  Fort  Leavenworth  to  a  developer;  in  return,  the  developer 
shifts  the  TMP  fuel  station  to  the  airfield,  then  operates  and  maintains  the  base’s 
fuel  infrastructure  for  25  years.  Conceptually,  the  model  assesses  whether  the 
value  of  the  land  is  significant  enough  to  offset  the  costs  of  constructing  a  new 
TMP  at  the  airfield  and  operating  and  maintaining  it  and  the  three  existing  airfield 
storage  tanks  for  25  years.  The  following  expression  represents  this  concept: 


If 

value  of  Leav- 

> 

cost  of  operating  and 

then 

potential  for  privati- 
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The  key  driver  in  this  real  estate  exchange  model  is  the  value  of  the  land. 

For  our  analysis  of  the  real  estate  exchange  approach,  we  obtained  a  reliable 
estimate  for  the  value  of  the  underutilized  land  at  Fort  Leavenworth  from  the 
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Leavenworth  city  manager’s  office.4  Our  analysis  compared  this  land  value  to  the 
cost  of  constructing  a  new  TMP  at  the  airfield  and  the  present  value  of  the  pro 
forma  expenses  that  we  projected  for  operating  and  maintaining  die  fuels 
infrastructure.  Appendix  H  provides  a  more  complete  description  of  our  analysis 
of  real  estate  exchange  as  a  privatization  strategy. 

Findings 

In  our  analysis  of  the  bundling  strategy  in  which  Leavenworth  County  is  the  joint- 
venture  partner,  we  found  that  assuming  responsibility  for  operating  Sherman  Air¬ 
field  instead  of  building  a  new  public-use  airport  provides  the  county  a  net  benefit 
of  $225,000.  As  a  result,  a  partnership  involving  Sherman  would  be  attractive  and 
feasible  for  the  county  from  a  financial  perspective.  The  City  of  Leavenworth  has 
in  fact  recendy  investigated  leasing  or  acquiring  Sherman  Airfield  from  the  Army 
for  two  key  reasons: 

♦  As  previously  stated,  the  site  recommended  in  the  master  plan  study  has 
been  sold  to  a  developer  and  is  no  longer  available  for  constructing  a  new 
airport. 

♦  The  opening  of  the  new  NASCAR  track  is  expected  to  generate  additional 
demand  for  an  airfield. 

As  a  result  of  that  investigation,  the  city  approached  the  local  FAA  branch  to  tap 
into  its  funding  for  regional  airports.  The  FAA,  however,  identified  three  impedi¬ 
ments  that  would  prevent  it  from  providing  funds  to  assist  the  city  in  assuming 
control  of  and  operating  Sherman  Airfield: 

♦  The  airfield  is  in  a  100-year  flood  plain,  but  it  is  not  protected  by  levies 
that  meet  the  Federal  Emergency  Management  Agency’s  rating  require¬ 
ments.5 

♦  Normally  the  Army  cannot  provide  more  than  a  5-year  lease. 

♦  Open  access  to  the  airfield  is  not  available.6 

Without  FAA  funding,  the  city’s  only  option  would  be  to  seek  a  bond  issue  to  fi¬ 
nance  the  leasing  or  acquisition  and  operation  of  Sherman  Airfield.  However,  the 
city  manager’s  office  does  not  expect  the  local  council  to  support  a  bond  issue  for 


4  We  are  confident  that  these  estimates  are  accurate  because  the  city  used  the  price  per  acre  it 
had  paid  recendy  for  industrial  land  purchased  near  the  Fort’s  underutilized  land. 

5  The  levy  at  the  south  end  of  the  airfield  is  rated  for  50-year  floods,  while  the  levy  at  its  north 
end  is  rated  for  20-year  floods. 

6  This  impediment  could  be  overcome  by  constructing  a  road  extension,  estimated  by  the  gar¬ 
rison  command  to  cost  less  than  $1  million.  In  our  analysis,  we  assumed  that  federal  or  state  trans¬ 
portation  funds  would  be  available  for  this  extension. 


5-5 


this  purpose  because  more  urgent  needs  require  funding.  Thus,  although  it  is  in¬ 
terested  in  converting  Sherman  into  a  regional  airport,  the  city  manager’s  office 
has  adopted  a  strategy  of  not  pressing  the  issue  until  the  community’s  political 
priorities  change. 

In  contrast  to  a  joint  venture  with  the  county,  a  joint  venture  with  a  private  firm 
would  not  be  profitable.  The  demand  from  aircraft  operations  and  associated  ac¬ 
tivities  would  be  insufficient  for  a  private  firm  to  profitably  operate  the  airfield, 
even  with  an  assumed  10  percent  NASCAR-related  increase  in  demand  from  air¬ 
craft  based  in  other  cities.  In  fact,  our  analysis  predicted  that  a  private  firm  would 
lose  the  present  value  equivalent  of  about  $2.1  million  over  25  years.  Conse¬ 
quently,  a  joint  Army-private  firm  partnership  that  bundled  the  operations  of  the 
airfield  and  fuel  infrastructure  would  not  be  feasible. 

Our  analysis  of  the  strategy  involving  an  exchange  of  real  estate  showed  that  a  25- 
year  joint  venture  also  would  not  be  a  feasible  privatization  option  at  Fort  Leav¬ 
enworth.  Even  in  the  best  case  in  which  the  land  is  sold  rather  than  leased  to  the 
developer,  the  joint  venture  would  have  a  negative  net  present  value  of  $814,000 
to  the  developer. 

Conclusions 

The  only  strategy  for  fuel  infrastructure  privatization  that  could  be  viable  at  Fort 
Leavenworth  is  one  in  which  the  Army  bundles  the  fuel  infrastructure  with 
Sherman  Airfield  and  partners  with  Leavenworth  County.  Such  a  privatization 
approach  would  not  require  special  legislation  authorizing  a  long-term,  25-year 
lease  of  the  airfield  and  fuels  facilities  to  the  county.7  Under  the  current  2667 
authority,  the  Secretary  of  the  Army  could  approve  a  lease  of  this  length  if  the 
term  is  in  the  interest  of  the  Army.  Moreover,  this  type  of  joint  venture  would  not 
trigger  an  A-76  requirement,  because  fewer  than  10  government  employees  would 
be  laid  off.  Assuming  the  partner  moves  the  TMP  gas  station,  this  strategy  would 
also  have  only  minor  repercussions  on  force  protection,  since  the  airfield  and  fuels 
infrastructure  would  be  on  the  edge  of  Fort  Leavenworth.  In  addition,  while  a  busy 
public-use  airport  may  increase  air  traffic  noise  on  the  base,  it  would  have  little  if 
any  other  detrimental  impact  on  the  mission  of  Fort  Leavenworth.8 


7  Special  legislation  may  not  have  to  authorize  the  construction  of  the  TMP  gas  station  at  the 
airfield,  if  it  is  not  specified  in  the  lease.  In  our  analysis,  we  assumed  that  the  county  would  proba¬ 
bly  move  this  facility  on  its  own  volition  for  efficient  operations. 

8  In  fact,  this  privatization  strategy  enhances  Fort  Leavenworth’s  mission  for  two  reasons. 
First,  it  allows  the  base  to  divert  funds  for  airfield  and  fuels  operations  and  maintenance  to  other 
activities.  Second,  by  allowing  the  airfield  to  remain  open,  it  maintains  easy  access  to  the  base  us¬ 
ing  military  aircraft. 
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Fort  Leavenworth  is  a  training  facility  and  does  not  serve  a  deployment  function.9 
Nevertheless,  a  privatization  initiative  involving  the  Army  airfield  and 
Leavenworth  County  will  have  to  await  a  change  in  the  community’s  political 
climate. 

As  our  analysis  demonstrates,  neither  a  bundling  approach  in  which  a  private  firm 
is  a  partner  nor  a  real  estate  exchange  approach  is  a  viable  fuel  infrastructure  pri¬ 
vatization  option.  The  bundling  approach  is  not  feasible  because  the  airfield 
would  not  attract  enough  aircraft-related  activities  for  a  private  firm  to  operate  it 
profitably.  We  attribute  this  expected  insufficiency  in  demand  to  Sherman  Air¬ 
field’s  proximity  to  Kansas  City  International  Airport  (only  20  to  25  minutes 
driving  distance),  which  eliminates  the  possibility  of  the  commuter  aircraft  traffic 
that  could  generate  the  landing  fees,  passenger  volume,  and  potential  passenger 
facility  charges  required  for  profitable  operation.  While  realizing  that  related  ac¬ 
tivities  such  as  aircraft  repair,  flying  schools,  and  NASCAR  parts  distribution 
warehouses  are  certainly  a  possibility  for  improving  profitability,  we  had  no  basis 
to  predict  that  these  activities  would  actually  occur  and  thus  did  not  factor  them 
into  our  analysis. 

The  real  estate  approach  is  not  feasible  because  the  total  value  of  the  underutilized 
land  is  too  low  to  offset  the  cost  of  operating  the  base’s  fuels  infrastructure  for  25 
years.  The  land’s  value  is  relatively  low  both  because  little  land  (only  50  acres)  is 
available  and  because  it  is  unimproved,  thus  gamering  a  relatively  low  market 
price.  Even  if  a  real  estate  exchange  were  financially  feasible,  special  legislation 
would  be  required  to  implement  it: 

♦  For  a  lease,  legislation  would  be  required  to  allow  the  operations  and 
maintenance  consideration  to  be  provided  on  property  other  than  the 
leased  property  (i.e.,  the  fuels  infrastructure). 

♦  For  an  outright  sale,  legislation  would  be  required  to  exempt  the  property 
from  the  Federal  Property  Act,  which  governs  the  sale  or  disposal  of  DoD 
property. 

Although  only  one  of  the  approaches  we  analyzed  for  Fort  Leavenworth  is  viable 
and  that  approach  may  never  be  implemented  because  of  local  political 
constraints,  DoD  cannot  and  should  not  generalize  the  findings  at  Fort 
Leavenworth  to  other  DoD  sites  without  MILCON  requirements.  There  may  be 
other  DoD  sites  where  private-sector  demand  or  community  needs  are  sufficient  to 
permit  bundling  of  fuel  infrastructure  with  another  asset  (such  as  an  airfield)  to 
make  privatization  attractive.  In  addition,  other  sites  may  have  underutilized  land 
with  a  high  enough  value  to  cover  the  operations  of  fuels  infrastructure  over  a 

9  Even  if  Fort  Leavenworth  were  to  gain  a  deployment  mission  in  the  future  and  public  use  of 
the  airfield  limited  the  number  of  military  transports  Sherman  Airfield  could  accommodate,  Kansas 
City  International  Airport  is  only  20  minutes  away  and  could  provide  convenient  additional  capac¬ 
ity. 
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significant  period  such  as  25  years,  thus  making  real  estate  exchange  an  attractive 
privatization  strategy. 

Although  we  cannot  generalize  most  of  our  findings  from  the  Fort  Leavenworth 
study,  we  can  make  one  important  generalization:  From  a  financing  standpoint, 
DoD’s  mandated  5-year  lease  period  is  too  short  and  is  thus  an  impediment  to 
potential  financing  arrangements.  As  noted  by  the  FAA,  providing  financial  as¬ 
sistance  to  Leavenworth  County  in  its  acquisition  of  Sherman  Airfield  would  not 
be  feasible  for  such  a  short  time  frame. 

Recommendations 

If  and  when  political  conditions  in  Leavenworth  County  permit  a  bond  issue  to 
finance  the  county’s  acquisition  and  operation  of  Sherman  Airfield,  DoD  and  the 
Army  should  pursue  a  joint  venture  with  the  county  to  privatize  the  airfield  and 
bundle  the  base’s  fuels  infrastructure  into  that  initiative.  Otherwise,  DoD  and  the 
Army  should  not  attempt  to  privatize  Fort  Leavenworth’s  fuel  infrastructure  as¬ 
sets,  especially  through  a  real  estate  exchange  or  by  bundling  them  into  an  airfield 
privatization  that  involves  a  private  firm. 
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Chapter  6 

The  Fort  Bliss  Site 


Fort  Bliss  is  an  excellent  candidate  for  assessing  privatization  of  its  fuel  infra¬ 
structure  because  it  meets  several  of  our  selection  criteria.  First,  it  has  a  MILCON 
requirement  for  fuel  infrastructure  costing  nearly  $3  million,  thus  offering  an  op¬ 
portunity  for  cost  savings.  In  addition,  Fort  Bliss  is  located  in  a  growing  metro¬ 
politan  area  and,  for  an  Army  installation,  has  a  sizable  fuel  infrastructure  that 
includes  both  storage  tanks  and  fuel  dispensing  facilities.  Furthermore,  Fort  Bliss 
is  located  next  to  an  international  airport,  opening  up  the  possibility  of  formulat¬ 
ing  a  joint-use  privatization  strategy  that  could  incorporate  the  fuel  infrastructure. 
Primarily,  however,  Fort  Bliss  provides  us  an  opportunity  to  explore  divestiture  of 
DoD  fuel  storage  assets.  Divestiture  may  be  advantageous  at  Fort  Bliss  because  of 
the  prevailing  conditions  for  product  supply,  the  rehabilitation  potential  of  exist¬ 
ing  storage  facilities,  the  location  and  capacity  of  those  facilities,  and  the  fuel  sup¬ 
ply  needs  of  the  installation. 

Background 

The  fuel  infrastructure  at  Fort  Bliss  includes  a  bulk  fuel  storage  terminal  and  an 
installation  transportation  motor  pool  (TMP)  fuel  station.  The  bulk  terminal  is 
adjacent  to  the  west  end  of  the  installation’s  Biggs  Army  Airfield  and  consists  of 

♦  three  active,  aboveground  tanks  with  a  total  capacity  of  300,000  gallons 
for  storing  JP8  fuel, 

♦  an  active,  aboveground  tank  with  a  capacity  of  25,000  gallons  for  storing 
MOGAS,  and 

♦  two  out-of-service,  aboveground  tanks  with  a  total  capacity  of  2  million 
gallons. 

The  terminal  primarily  stores  fuel  for  vehicles  and  is  staffed  with  two  fuel  han¬ 
dlers  and  a  manager,  who  devotes  about  a  third  of  his  time  to  the  facility.  The  in¬ 
stallation  TMP  station  serves  only  GSA  vehicles.  It  is  fully  automated  and  about 
4  years  old. 

In  addition  to  these  facilities,  each  active  Army  unit  stationed  at  Fort  Bliss  has  its 
own  TMP  station,  and  a  contractor,  Oasis  Aviation,  Inc.,  provides  fuel  from  its 
own  facilities  to  aircraft  using  Biggs  Field. 
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During  FY98,  Fort  Bliss  received  all  of  its  approximately  1.4  million  gallons  of 
bulk  mobility  fuels  by  truck  at  its  bulk  terminal.  Of  this  amount,  about  1  million 
gallons  were  JP8  fuel,  and  400,000  gallons  were  MOGAS.  In  addition,  about  8.1 
million  gallons  of  Jet  A  were  scheduled  to  be  supplied  for  aircraft  operations  at 
Biggs  Field  under  the  Oasis  contract. 

Fort  Bliss  is  adjacent  to  El  Paso  International  Airport.  For  several  years,  EPIA  has 
been  considering  the  addition  of  a  third  runway  because  of  an  expected  growth  in 
air  traffic.  Because  only  a  highway  separates  EPIA  from  Biggs  Field,  EPIA  has 
been  exploring  the  possibility  of  constructing  a  taxi  way  to  connect  to  Biggs’  run¬ 
way  and  devising  an  agreement  with  the  Army  for  joint  use  of  that  runway  and 
other  parts  of  the  airfield. 


Issue 


To  support  its  military  units,  Fort  Bliss  has  significant  fuel  infrastructure  that  in¬ 
cludes  a  bulk  storage  facility.  In  FY97,  Fort  Bliss  requested  seven  MILCON  proj¬ 
ects  to  renovate  the  existing  storage  tanks  at  this  facility.  These  seven  projects  had 
a  total  cost  of  $2,976,577.  After  reviewing  the  request,  the  Army  Petroleum  Cen¬ 
ter  advised  Fort  Bliss  to  put  six  of  these  projects  on  hold  and  to  reduce  the  scope 
of  the  seventh.  As  a  result,  Fort  Bliss  lowered  the  cost  of  this  seventh  project  from 
$221,500  to  about  $51,000  and  submitted  a  revised  MILCON  project  requirement 
to  DLA  for  funding. 

Fort  Bliss  believes  that  the  remaining  six  projects  are  necessary,  but  it  requires 
funding  for  them.  Consequently,  the  steering  group  recommended  that  we  exam¬ 
ine  the  prospect  for  funding  these  MILCON  projects  through  a  privatization  ini¬ 
tiative  involving  the  bulk  storage  tanks,  thereby  saving  the  costs  associated  with 
them.  The  steering  group  expected  these  cost  savings  to  be  realized  by  including 
the  relevant  fuel  infrastructure  in  a  broader  privatization  package,  particularly  one 
relating  to  the  privatization  of  an  airfield.  However,  after  obtaining  data  from  Fort 
Bliss  and  gaining  a  better  understanding  of  the  conditions  there,  we  determined 
that  divestiture  might  be  a  better  and  simpler  strategy  for  the  Army. 

Privatization  Strategy 

The  privatization  strategy  that  we  formulated  for  Fort  Bliss  involves  the  divesti¬ 
ture  of  the  function  and  assets  related  to  the  fuel  infrastructure.  Specifically,  the 
Army  would  divest  its  bulk-fuel  storage  function  at  Fort  Bliss  by  leasing  its  bulk 
terminal  to  a  partner  at  no  cost  for  25  years;  it  would  then  purchase  fuel  from  that 
partner  over  the  same  period.  In  return,  the  partner  would  renovate,  operate,  and 
maintain  the  terminal  over  the  length  of  the  lease;  it  would  recover  its  costs  by 
adding  a  surcharge  to  the  fuel  it  sells  to  the  Army  and  using  the  existing  storage 
capacity  more  effectively  by  operating  the  terminal  using  commercial  fuel  storage 
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practices.  More  effective  operations  would  create  excess  capacity  that  the  partner 
could  use  to  meet  non- Army  needs. 

Analytical  Model 

The  fundamental  objective  of  the  divestiture  model  is  to  determine  whether  DoD 
(through  the  Army)  can  save  costs  at  Fort  Bliss  by 

♦  purchasing  fuel  from  a  partner  when  desired,  rather  than  procuring  and 
storing  it  in  bulk,  and 

♦  paying  a  high  enough  surcharge  on  those  fuel  purchases  so  that  its  partner 
can  earn  an  acceptable  return  for  renovating,  operating,  and  maintaining 
the  fuel  infrastructure. 

Conceptually,  the  analysis  needs  to  compare  whether  the  fuel  surcharge  per  gallon 
that  the  Army  pays  to  its  partner  during  the  25-year  divestiture  period  is  less  than 
the  cost  (or  the  implicit  surcharge  per  gallon)  that  DoD  would  incur  over  the  same 
period  by  retaining  the  bulk  storage  function  and  itself  renovating,  operating,  and 
maintaining  the  terminal.  The  model  can  be  represented  as  follows: 


If 

surcharge  paid  to 

< 

MILCON  and  O&M 

then 

potential  for  priva¬ 

partner  per  gallon 

cost  per  gallon 

tization  exists 

The  key  drivers  for  the  divestiture  model  are  the  size  of  the  MILCON  require¬ 
ment,  the  magnitude  of  the  fuel  throughput,  and  the  amount  of  excess  storage  ca¬ 
pacity  that  the  partner  can  create  and  utilize. 

In  our  analysis,  we  assumed  that  private-sector  construction  costs  would  be  81 
percent  of  MILCON  costs  and  that  fuel  throughput  under  divestiture  would  be 
9.6  million  gallons  greater.  We  assumed  that  fuel  throughput  can  be  greater  under 
divestiture  because  commercial  storage  practices  allow  significantly  higher  utili¬ 
zation  rates  of  storage  capacity  than  those  that  occur  at  DoD  facilities.  (Standard 
practice  at  commercially  run  storage  terminals  is  to  turn  over  fuel  inventory  about 
once  per  month.)  This  more  efficient  capacity  utilization  would  enable  DoD’s 
partner  to  amortize  its  construction  and  operations  costs  over  a  much  larger  vol¬ 
ume  of  fuel.  Consequently,  the  partner  can  lower  the  cost  per  gallon  of  a  surcharge 
even  while  receiving  a  competitive  rate  of  return  of  15  percent,  because  that  return 
is  more  than  offset  by  the  increase  in  utilization  efficiencies.  (See  Appendix  I  for 
additional  detail.) 
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The  specific  values  that  we  used  in  our  analysis  for  construction  costs  and  fuel 
throughput  under  divestiture  and  the  status  quo  (i.e.,  where  the  Army  retains  the 
terminal  function)  are  as  follows: 


Parameter 
Construction  costs 
Throughput  (gallons) 


Status  quo 
$2,976,577 
1,426,130 


Divestiture 

$2,411,027 

11,026,130 


Findings 

Our  analysis  found  that  DoD  (through  the  Army)  would  have  to  pay  its  partner  a 
surcharge  of  $0.04  to  $0.05  per  gallon  for  fuel  purchases  over  a  25-year  period  if 
it  divested  the  bulk  storage  function  and  terminal  at  Fort  Bliss  to  that  partner. 
However,  if  the  Army  and  DoD  were  to  retain  the  bulk  storage  function  and  ter¬ 
minal,  an  implicit  surcharge  of  $0.29  would  be  required  to  recover  the  costs  in¬ 
curred  for  MELCON  and  operations  at  the  bulk  terminal  over  the  same  period. 
Clearly,  a  privatization  initiative  that  involves  divesting  the  bulk  storage  facility  at 
Fort  Bliss  would  be  advantageous  to  DoD. 

During  our  visit  to  Fort  Bliss,  we  learned  that  the  Departure  Airfield  Group  at  Fort 
Bliss  is  planning  to  move  from  the  east  end  of  Biggs  Field  to  the  west  end,  where 
the  bulk  fuel  terminal  is  located.  The  DAG’s  move  will  necessitate  shifts  to  the 
west  end  of  the  large  aircraft  that  are  associated  with  the  unit  and  of  Oasis  Avia¬ 
tion,  the  supplier  of  fuel  to  those  aircraft.  Oasis  has  already  announced  its  inten¬ 
tion  to  construct  a  new  facility  at  the  west  end  of  Biggs  Field  should  the  move 
occur.  In  addition,  the  military  aircraft-related  throughput  of  8.1  million  gallons 
that  is  guaranteed  by  Oasis  Aviation’s  DLA  contract  is  only  a  little  less  than  the 
added  throughput  of  9.6  million  gallons  that  would  be  required  for  utilizing  all  of 
the  excess  capacity  of  the  bulk  terminals,  thereby  producing  the  minimum  sur¬ 
charge  of  $0.04.  Consequently,  Oasis  could  be  a  potential  partner  in  an  Army  at¬ 
tempt  to  privatize  the  bulk  terminal  at  Fort  Bliss. 

Conclusions 

A  privatization  initiative  that  involves  the  divestiture  of  the  bulk  storage  terminal 
at  Fort  Bliss  is  likely  to  provide  a  cost  savings  from  a  DoD  perspective,  so  it 
should  be  attractive  to  the  Army.  This  cost  saving  occurs  for  two  principal  rea¬ 
sons: 

♦  The  private  partner  can  complete  the  MILCON  projects  at  81  percent  of 
the  military’s  costs. 

♦  More  important,  using  commercial  storage  practices,  the  partner  can  in¬ 
crease  the  throughput  of  the  facility  significantly  by  creating  excess  stor¬ 
age  capacity  for  non- Army  needs,  thereby  subsidizing  the  surcharge  per 
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gallon  that  the  Army  must  pay  by  spreading  it  over  a  much  larger  fuel  vol¬ 
ume. 

A  privatization  process  that  involves  a  divestiture  structured  as  a  25-year  lease  of 
the  bulk  storage  terminal  would  not  require  special  legislation.  Under  the  current 
2667  authority,  the  Secretary  of  the  Army  could  approve  a  lease  of  this  length  if 
he  determines  that  the  term  promotes  national  defense  or  is  in  the  public  interest.1 
Moreover,  the  divestiture  would  not  trigger  an  A-76  requirement,  because  only 
two  government  employees  would  be  laid  off.2  The  divestiture  would  also  have 
only  minor  repercussions  on  force  protection,  since  the  bulk  terminal  is  on  the 
edge  of  Fort  Bliss  and  close  enough  to  the  main  highway  that  a  separate  access 
gate  could  probably  be  provided.  In  addition,  there  would  be  little  if  any  detri¬ 
mental  impact  on  the  mission  of  Fort  Bliss,  unless  the  partner  were  to  underesti¬ 
mate  or  be  unable  to  procure  the  quantity  of  fuel  required  to  meet  the  Army’s 
needs. 

Recommendations 

The  Army  should  attempt  a  divestiture  of  the  bulk  storage  terminal  at  Fort  Bliss, 
because  it  would  likely  result  in  an  overall  cost  savings  to  DoD,  as  well  as  reduce 
the  MILCON  requirement  for  fuel  infrastructure.  The  Army  should  also  explore 
the  possibility  of  partnering  with  Oasis  Aviation  in  this  divestiture.  However,  the 
Army  should  certainly  not  limit  its  partnership  candidates  to  this  firm.  While  Oa¬ 
sis  is  interested  in  acquiring  the  bulk  terminal  to  obtain  fuel  storage  capacity  to 
serve  Fort  Bliss  under  its  DLA  contract,  an  optimal  divestiture  partner  for  the 
Army  would  be  one  that  is  willing  to  acquire  and  fully  utilize  the  terminal’s  ex¬ 
cess  capacity  for  civilian  needs. 


1  We  assumed  that  the  Secretary  of  the  Army  will  determine  that  the  term  promotes  national 
defense,  since  a  25-year  lease  is  essential  to  the  divestiture  and  the  resulting  cost  savings. 

2  The  manager,  the  other  employee  associated  with  the  bulk  terminal,  would  not  need  to  be 
laid  off  because  he  devotes  only  a  third  of  his  time  to  the  facility.  The  A-76  requirement  is  trig¬ 
gered  only  if  10  or  more  government  employees  are  expected  to  be  laid  off  when  a  previously  in¬ 
ternal  government  activity  is  transferred  to  the  private  sector. 
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Chapter  7 

Conclusions  and  Recommendations 


Our  high-level  analysis  of  the  potential  for  privatizing  DoD  fuel  infrastructure  at 
five  candidate  sites  focused  on  answering  two  questions:  Can  DoD  reduce  its 
capital  improvement  costs  for  fuel  infrastructure  through  privatization?  If  privati¬ 
zation  is  financially  feasible,  is  new  or  special  legislation  needed  to  overcome  le¬ 
gal  and  regulatory  impediments?  Our  findings  are  summarized  in  Table  7-1. 

Table  7-1.  Summary  of  Findings 


Candidate 

site 

Privatization 

strategy 

Military  construc¬ 
tion  requirement 
($  millions) 

Potential  savings 
or  cost  avoidance® 
($  millions) 

New  or  special 
legislative  author¬ 
ity  required? 

Craney  Island  Termi¬ 
nal,  Portsmouth,  VA 

Real  estate 
exchange 

36 

None 

Yes 

Colorado  Springs,  CO 

Bundling  through 
regionalization 

3.6 

2.6 

No 

Hickam  Air  Force 

Base,  HI 

Shared  use  and 
product  plus  tariff 

39 

11.8 

Yes 

Fort  Leavenworth,  KS 

Bundling  (with  a 
larger  privatiza¬ 
tion  effort) 

None 

None 

Yesb 

Fort  Bliss,  TX 

Divestiture 

3 

3 

No 

a  Cost  savings  computed  over  the  contract  period  of  the  privatization  project. 

b  Legislative  authority  would  be  required  under  one  of  the  two  scenarios  considered  under  this  strategy. 


On  the  basis  of  our  analysis,  we  concluded  that  privatization  of  fuel  infrastructure 
can  be  financially  feasible,  but  only  at  certain  locations — those  with  favorable 
market  conditions  and  significant  infrastructure  improvement  needs.  Despite  the 
limited  applicability  of  privatization,  the  potential  benefits  are  significant  enough 
that  DoD  should  consider  privatizing  the  fuel  infrastructure  at  sites  where  it  is  fi¬ 
nancially  advantageous.  In  other  words,  although  marketplace  realities  will  limit 
the  number  of  potential  privatization  sites,  privatization  can  help  reduce  DoD’s 
capital  improvement  costs  without  adversely  affecting  unit  readiness  or  force 
protection.  However,  some  legal  impediments  would  have  to  be  removed.  In  the 
following  sections,  we  discuss  our  conclusions  in  more  detail  and  present  our  rec¬ 
ommendations. 
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Conclusions 

Financial  Feasibility 

We  found  that  potential  commercial  uses  of  DoD  fuel  infrastructure  are  site  spe¬ 
cific  and  dependent  on  market  demand,  and  market  demand  may  shift  unpredicta- 
bly  over  time.  The  effects  of  privatization  on  readiness  and  force  protection  are 
also  site  specific.  Thus,  we  concluded  that  the  success  of  fuel  infrastructure  priva¬ 
tization  is  a  function  of  the  infrastructure  asset’s  location  and  market  demand  at 
the  proposed  time  of  the  privatization  transaction. 

While  we  could  assess  the  financial  feasibility  of  infrastructure  privatization  case 
by  case,  we  found  that  we  could  not  generalize  those  assessments.  Unlike  DoD’s 
commercial  activities  program  for  outsourcing,  no  track  record  exists  for  fuel  in¬ 
frastructure  privatization.  Indeed,  there  is  practically  no  experience  within  DoD — 
or  anywhere  else  in  the  country’s  public  sector — of  fuel  infrastructure  privatiza¬ 
tion.  Thus,  we  had  no  basis  for  projecting  the  results  from  the  individual  pilot 
sites  to  a  DoD- wide  cost  savings  estimate. 

Legal  and  Regulatory  Impediments 

The  current  authority  for  leasing  nonexcess  property  (10  U.S.C.  2667)  severely 
limits  the  potential  for  DoD  to  capitalize  on  privatization  opportunities.  The  pri¬ 
mary  constraining  factors  are  the  emphasis  on  short-term  leases  (generally,  no 
longer  than  5  years),  the  lack  of  authority  for  using  the  lease  revenues  for  con¬ 
struction  services,  the  lack  of  authority  to  accept  construction  services  as  payment 
in  kind,  and  the  lack  of  authority  to  accept  maintenance  and  repair  services  on 
property  other  than  the  leased  land  (unless  the  lease  involves  a  substantial  portion 
of  the  installation).  The  short-term  lease  makes  a  privatization  deal  more  expen¬ 
sive  on  an  annual  basis,  since  private  investment  costs  must  be  amortized  in  that 
short-term  period.  As  a  consequence,  privatization  opportunities  that  may  be  fi¬ 
nancially  feasible  to  the  private  sector  and  cost-beneficial  to  the  military  depart¬ 
ments  over  the  long  term  (such  as  in  the  Hickam  AFB  and  Fort  Bliss  scenarios) 
are  generally  not  financially  feasible  or  cost-beneficial  in  the  short  term. 

The  lack  of  authority  to  use  lease  revenues  for  construction  services  or  to  barter 
for  construction  services  and  some  nonlease-related  maintenance  and  repair  serv¬ 
ices  through  a  payment-in-kind  arrangement  is  also  a  limitation.  The  military  de¬ 
partments’  inability  to  leverage  their  leasing  opportunities  to  obtain  those  services 
defeats  the  whole  purpose  of  seeking  private  capital  through  privatization.  Thus, 
current  legislative  authority  for  leasing  nonexcess  property  to  the  private  sector 
must  be  broadened  to  foster  fuel  infrastructure  privatization. 

The  requirements  of  the  Stewart  B.  McKinney  Homeless  Assistance  Act  (42 
U.S.C.  11411)  could  also  be  an  impediment  to  privatization.  If  some  or  all  of  the 
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underutilized  property  that  a  military  department  intends  to  lease  under  a  privati¬ 
zation  initiative  is  claimed  by  a  homeless  provider  to  satisfy  the  needs  of  the 
homeless,  the  privatization  initiative  could  be  put  in  jeopardy.  To  avoid  that 
problem,  fuel  infrastructure  privatization  initiatives  should  be  exempt  from  the 
McKinney  Act  requirements. 

None  of  the  scenarios  we  assessed  in  this  study  triggered  the  A-76  requirement  to 
perform  a  cost  comparison  study  before  determining  whether  to  keep  the  function 
in-house  or  shift  it  to  the  private  sector.  However,  had  they  triggered  that  require¬ 
ment,  the  privatization  efforts  could  have  been  delayed  by  as  much  as  18 
months — the  time  period  allocated  for  an  A-76  cost  comparison  study  (36  months 
if  more  than  one  function  is  considered  in  the  cost  comparison  study).  In  other 
words,  the  A-76  requirement  could  make  it  difficult  for  DoD  to  respond  quickly  to 
privatization  opportunities.  Moreover,  crafting  a  meaningful  cost  comparison 
study  between  a  uniquely  defined  in-house  functional  operation  and  a  broader  pri¬ 
vatization  functional  approach  is  problematic.  The  associated  difficulties  in 
framing  such  a  study  could  stymie  the  potential  privatization  deal.  Thus,  to  ensure 
that  DoD  can  be  sufficiently  agile  in  negotiating  cost-beneficial  privatization 
deals,  it  must  not  be  encumbered  by  the  A-76  study  requirements. 

Recommendations 

We  recommend  that  DoD  continue  to  assess  fuel  infrastructure  privatization  op¬ 
portunities  case  by  case  and  to  privatize  the  fuel  infrastructure  at  sites  where  fi¬ 
nancially  feasible.  Specifically,  DoD  should  pursue  its  privatization  opportunities 
at  Hickam  AFB  and  Fort  Bliss — the  two  sites  that  we  identified  in  our  high-level 
analysis  as  realizing  the  largest  potential  savings  from  privatization.  DoD  should 
also  conduct  a  high-level  financial  analysis  of  the  potential  for  privatization  at  the 
next  five  sites  on  the  list  of  candidate  sites: 

♦  Fort  Wainwright/Elmendorf  AFB,  AK 

♦  Fort  Dix/Maguire  AFB,  NJ 

♦  Jacksonville  Terminal,  Jacksonville,  FL 

♦  MCAS  Miramar,  CA 

♦  Nashville  Airport,  Nashville,  TN. 

So  that  it  can  take  full  advantage  of  any  opportunities  for  privatization  that  it 
identifies,  DoD  should  propose  legislation  for  enhanced  leasing  authority.  This 
legislation  should  include  not  only  the  current  leasing  authorities  prescribed  in  10 
U.S.C.  2667,  but  also  authorities  for  DoD  to  do  the  following: 

♦  Lease  nonexcess  property  for  up  to  50  years 
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♦  Use  lease  revenues  for  construction  services 

♦  Accept  construction  services  as  payment  in  kind 

♦  Expand  authority  for  accepting  maintenance  and  repair  services  as  pay¬ 
ment  in  kind. 

The  legislation  should  also  amend  two  other  laws:  the  McKinney  Act  (42  U.S.C. 
11411)  and  10  U.S.C.  2461 — the  law  requiring  analysis  of  commercial  activities 
before  shifting  to  private-sector  performance.  The  McKinney  Act  should  be 
amended  so  that  leased  property  is  not  subject  to  the  McKinney  Act  screening 
process.  Correspondingly,  10  U.S.C.  2461  (and  the  implementing  OMB  A-76 
regulations)  should  be  amended  so  that  DoD  can  accept  a  lease  payment  of  in- 
kind  services  that  reduces  a  DoD  work  force  without  performing  a  cost  compari¬ 
son  study.  Instead,  DoD  would  be  required  to  demonstrate  through  an  economic 
analysis  that  the  work  force  reduction  is  justifiable.  Moreover,  the  displaced  DoD 
employees  would  be  given  the  right  to  join  the  lessee’s  work  force  that  performs 
the  in-kind  services. 

Even  if  it  employs  a  broader  array  of  privatization  strategies,  receives  enhanced 
legislative  leasing  authority,  and  is  relieved  of  A-76  regulatory  requirements,  DoD 
will  realize  only  modest  reductions  in  its  overall  capital  improvement  costs.  While 
savings  may  be  quite  significant  at  particular  locations  (as  we  have  projected  in 
the  Hickam  AFB  scenario),  the  overall  DoD  cost  reductions  will  be  modest  be¬ 
cause  privatization  will  be  feasible  and  justifiable  in  relatively  few  locations — 
only  those  locations  with  particular  market  conditions  that  make  DoD’s  fuel  infra¬ 
structure  or  surrounding  land  desirable  to  the  private  sector.  Consequently,  priva¬ 
tization  should  not  be  considered  as  a  panacea  for  the  military  construction 
backlog.  Instead,  privatization  should  be  viewed  as  a  useful  adjunct  to  DoD’s  as¬ 
sortment  of  asset  management  techniques. 


7-4 


Appendix  A 

Craney  Island:  Private-Sector  Costs  for  Construction 
of  Fuel  Storage  Tanks 


Our  financial  analysis  of  privatization  of  the  Craney  Island  fuel  infrastructure  re¬ 
quired  that,  among  other  things,  we  estimate  the  private-sector  cost  of  building 
tanks  with  a  total  capacity  of  600,000  barrels.  This  appendix  explains  how  we  de¬ 
rived  that  estimate. 

As  a  starting  point,  we  used  the  MILCON  estimate  for  building  the  supporting 
facilities  for  600,000  barrels  of  storage  on  Craney  Island.1  That  estimate  was 
nearly  $24  million.  We  then  applied  a  6  percent  site  inspection  and  overhead  cost 
that  a  private  firm  would  incur,  yielding  an  initial  estimate  of  $25  million  for  the 
supporting  facilities. 

Next,  we  adjusted  that  estimate  downward  to  account  for  the  cost  premium  asso¬ 
ciated  with  government  construction  over  the  private  sector.  Studies  indicate  gov¬ 
ernment  regulations  can  add  as  much  as  19  percent  to  construction  costs.  These 
regulations  include  social  action  clauses  (use  of  small,  disadvantaged,  or  women- 
owned  businesses),  cost  control  and  accountability  practices,  business  protection 
clauses  (Buy  American  Act),  and  compliance  with  the  Davis-Bacon  Act,  the 
Miller  Act,  and  the  Fair  Labor  Standards  Act.  Therefore,  the  cost  to  a  private- 
sector  firm  of  building  its  own  600,000-barrel  facility  is  estimated  at  81  percent  of 
the  government’s  total  cost  for  supporting  facilities. 2 

Last,  we  added  $3,200,000  for  the  cost  of  the  four  tanks,  for  a  total  private-sector 
construction  cost  of  $23.7  million,  or  $39  per  barrel.  Table  A-l  shows  the  details. 


1  DD  Form  1391,  FY  02  MILCON  Project  P-444,  Replace  Fuel  Tankage,  Defense  Fuel  Sup¬ 
port  Point,  Craney  Island,  Portsmouth,  Virginia,  Dec.  5,  1997. 

2  Logistics  Management  Institute,  The  Impact  of  Federal  Government  Contracting  Require¬ 
ments  on  Design  and  Construction  Costs,  Report  NA610RD1,  Jordan  Cassell,  Robert  Campbell, 
and  Paul  Jung,  October  1996. 
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Table  A-l.  Estimating  the  Cost  of  Building  Private  Tanks  on  Craney  Island 


Private-sector  cost 

Item 

MILCON 

estimate 

Site  inspection 
and  overhead 
(6%  of  MILCON) 

Initial 

estimate 

Adjusted 
(81  %  of  initial 
estimate) 

Supporting  facilities 

Substructure 

6,370,000 

382,200 

6,752,200 

5,469,282 

Site  preparation 

3,230,000 

193,800 

3,423,800 

2,773,278 

Site  improvements 

590,000 

35,400 

625,400 

506,574 

Site  civil/mechanical  utilities 

10,950,000 

657,000 

11,607,000 

9,401,670 

Site  electrical  utilities 

2,690,000 

161,400 

2,851,400 

2,309,634 

Subtotal 

23,830,000 

1,429,800 

25,259,800 

20,460,438 

Cost  of  tanks 

3,200,000 

Total  cost 

23,660,438 

Cost  per  barrel  (600,000  barrels) 

39 
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Appendix  B 

Craney  Island:  Fuel  Storage  Costs  per  Barrel 


An  important  component  in  our  analytical  model  of  privatization  at  Craney  Island 
is  the  cost  of  storing  a  barrel  of  fuel  over  time.  To  calculate  those  storage  costs, 
we  assumed  construction  costs  are  financed  over  5  years  at  7  percent  (Moody’s  A- 
rated  corporate  bond  rate).  In  addition,  because  the  present  value  is  calculated  on 
the  cost  of  storing  a  barrel  of  fuel  in  private-sector  tanks,  we  used  a  private-sector 
discount  rate  of  15  percent.  This  appendix  lists  our  assumptions  and  provides  de¬ 
tailed  tables  of  cash  flow  over  25  years. 

Assumptions 

To  estimate  fuel  storage  costs  and  commercial  terminal  prices  per  barrel  for  our 
financial  analysis  of  privatization  at  Craney  Island,  we  assumed  the  following: 

♦  The  cost  of  constructing  private  storage  tanks  on  Craney  Island  is  $39  per 
barrel  (see  Appendix  A).  Debt  service  is  not  included  in  this  calculation. 

♦  The  cost  of  operating  private  tanks  is  2  percent  of  the  total  construction 
cost,  increasing  annually  with  inflation. 

♦  Debt  service  on  construction  is  7  percent  over  5  years  (the  length  of  the 
lease  before  the  first  renewal). 

♦  Commercial  terminal  storage  prices  increase  annually  with  inflation. 

♦  Inflation  remains  stable  at  2  percent  annually. 

Model  Detail 

Tables  B-l  and  B-2,  respectively,  contain  the  detailed  cash  flow  streams  for  two 
storage  alternatives:  building  and  operating  new  tanks  on  Craney  Island  or  storing 
fuel  in  a  commercial  terminal.  Both  analyses  provide  the  present  value  of  25  years 
of  cash  flows.  The  present  value  is  interpreted  as  the  cost  of  storing  a  barrel  of 
fuel,  under  each  alternative,  for  25  years. 

Table  B-l  provides  the  detail  of  the  model  for  determining  the  cost  of  storing  a 
barrel  of  fuel  in  private  tanks  on  Craney  Island.  The  inputs  section  depicts  the  to¬ 
tal  barrels  of  storage  (600,000)  and  the  cash  flows  of  operating  and  construction 
costs  at  each  time  period.  It  is  assumed  total  construction  costs  are  spread  over  5 
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years  and  include  7  percent  debt  service.  The  calculation  section  provides  infor¬ 
mation  on  the  annual  operating  and  construction  costs. 

Table  B-2  shows  the  annual  outlays  necessary  to  store  fuel  in  a  commercial  termi¬ 
nal.  The  inputs  section  provides  information  on  the  per  barrel  cost  of  storage  un¬ 
der  the  four  scenarios.  The  calculations  section  evaluates  the  annual  cost  of 
storage  for  600,000  barrels  of  product. 
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Table  B-2.  Cash  Flow — Fuel  Storage  in  Commercial  Terminal  ( Continued ) 
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Table  B-2.  Cash  Flow — Fuel  Storage  in  Commercial  Terminal  (Continued) 
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Appendix  C 

Craney  Island:  Supply  and  Demand  for  Fuel  Storage 
in  the  Norfolk  Area 


In  this  appendix,  we  describe  our  approach  for  determining  potential  supply  and 
demand  for  fuel  storage  in  the  Norfolk  area. 

Current  Supply  of  Fuel  Storage 

The  supply  of  fuel  storage  is  defined  as  the  amount  of  annual  throughput  that  can 
flow  through  the  existing  infrastructure  annually.  The  supply  of  fuel  storage  in  the 
Norfolk  area  depends  on  two  factors:  the  physical  capacity  of  fuel  storage  facili¬ 
ties  in  the  Norfolk  area  and  annual  inventory  turns  at  each  facility.  Table  C-l  pro¬ 
vides  an  inventory  of  all  petroleum  terminals  in  the  Norfolk  area.1 

For  each  storage  tank  identified  in  Table  C-l,  we  calculated  the  estimated  annual 
throughput,  or  supply  of  fuel  storage,  by  multiplying  the  current  storage  capacity 
by  the  annual  estimated  inventory  turns.  For  fungible  product,  the  industry  stan¬ 
dard  for  inventory  turns  is  12  times  per  year.2  For  nonfungible  product,  the  in¬ 
ventory  is  expected  to  turn  about  4  times  per  year.  In  cases  where  information  on 
product  type  was  not  available,  we  assumed  8  inventory  turns  annually.  The  last 
column  of  the  table  shows  die  total  throughput  capacity  for  petroleum  products 
only.  We  isolated  the  supply  of  tankage  that  holds  petroleum  products  to  ensure 
an  accurate  analysis  of  supply  and  demand  for  petroleum  storage  in  the  Norfolk 
area.  As  the  table  shows,  the  Norfolk  area  fuels  infrastructure  has  a  total  capacity 
of  6.6  million  barrels  and  can  store  50.8  million  barrels  of  throughput  annually. 
The  supply  of  storage  for  petroleum  product  only  is  48.5  million  barrels. 


1  Oil  Price  Information  Service,  Petroleum  Terminal  Encyclopedia,  Spring  1997. 

2  If  a  storage  tank  can  be  used  to  hold  inventory  for  more  than  one  customer  (i.e.,  mixing  the 
product)  the  fuel  is  defined  as  fungible. 


C-l 


Table  C-l.  Inventory  of  Petroleum  Terminals  in  the  Norfolk  Area 


Estimated  annual  throughput 

Company 

Capacity 

(barrels) 

Fuel  type 

Inventory 

turns 

Total 

Petroleum 
product  only 

Hess 

19,0000 

gasoline 

12 

2,280,000 

2,280,000 

Hess 

48,000 

diesel 

12 

576,000 

576,000 

Hess 

199,000 

heating  oil 

4 

796,000 

796,000 

Hess 

49,000 

kerosene 

4 

196,000 

196,000 

Hess 

474,000 

residual  fuel  oil 

4 

1,896,000 

1,896,000 

Amoco 

223,000 

gasoline 

12 

2,676,000 

2,676,000 

Amoco 

154,000 

distillate 

4 

616,000 

616,000 

Atlantic  Energy 

240,000 

butane 

4 

960,000 

960,000 

Atlantic  Energy 

240,000 

propane 

8 

1 ,920,000 

1,920,000 

Chesapeake  Terminal 

88,000 

ethyl  alcohol 

4 

352,000 

Chesapeake  Terminal 

43,000 

distillate 

4 

172,000 

172,000 

Chesapeake  Terminal 

43,000 

gasoline 

12 

516,000 

516,000 

Citgo 

347,738 

not  available 

8 

2,781,904 

2,781 ,904 

Commonwealth  Propane 

240,000 

propane 

8 

1,920,000 

1,920,000 

Commonwealth  Propane 

240,000 

butane 

4 

960,000 

960,000 

Conoco 

25,500 

gas  (mid-grade 
unleaded) 

12 

306,000 

306,000 

Conoco 

112,200 

gas  (super  un¬ 
leaded) 

12 

1 ,346,400 

1,346,400 

Conoco 

202,000 

diesel 

12 

2,424,000 

2,424,000 

Conoco 

84,000 

gas  (unleaded) 

12 

1 ,008,000 

1,008,000 

Conoco 

34,000 

jet 

12 

408,000 

408,000. 

Exxon  Company,  USA 

270,000 

motor  fuel 

12 

3,240,000 

3,240,000 

IMTT-Chesapeake 

973,000 

varied 

8 

7,784,000 

7,784,000 

Louis  Dreyfus  Energy  Corp. 

55,600 

RFG  (unleaded 
premium) 

12 

667,200 

667,200 

Louis  Dreyfus  Energy  Corp. 

55,600 

RFG  (unleaded 
regular) 

12 

667,200 

667,200 

Louis  Dreyfus  Energy  Corp. 

79,000 

ULVRFG  CARB 

12 

948,000 

948,000 

Louis  Dreyfus  Energy  Corp. 

80,000 

#2  diesel 

12 

960,000 

960,000 

Louis  Dreyfus  Energy  Corp. 

55,700 

unleaded  pre¬ 
mium  conv. 

12 

668,400 

668,400 

Stratus  Petroleum 

145,000 

gasoline 

12 

1,740,000 

1,740,000 

Stratus  Petroleum 

181,000 

distillates 

4 

724,000 

724,000 

Koch  Fuels 

526,000 

not  available 

8 

4,208,000 

4,208,000 

Allied  Terminals 

420,000 

nitrogen  solu¬ 
tions,  methanol, 
asphalt 

4 

1 ,680,000 
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Table  C-l.  Inventory  of  Petroleum  Terminals  in  the  Norfolk  Area 


Estimated  annual  throughput 

Company 

Capacity 

(barrels) 

Fuel  type 

Inventory 

turns 

Total 

Petroleum 
product  only 

Crown  Central  Petroleum 

106,000 

gasoline 

12 

1,272,000 

1,272,000 

Crown  Central  Petroleum 

80,000 

distillate 

4 

320,000 

320,000 

Mobil  Oil 

73,700 

#1  fuel  oil 

4 

294,800 

294,800 

Mobil  Oil 

87,300 

#2  fuel  oil 

4 

349,200 

349,200 

Mobil  Oil 

75,200 

diesel 

12 

902,400 

902,400 

Mobil  Oil 

1,800 

lube  oil 

4 

7,200 

7,200 

Norfolk  Oil  Transit 

18,000 

fish  oil 

4 

72,000 

Norfolk  Oil  Transit 

33,000 

tallow 

4 

132,000 

Norfolk  Oil  Transit 

4,200 

vegetable  oil 

4 

16,800 

Norfolk  Oil  Transit 

14,000 

latex 

4 

56,000 

Norfolk  Oil  Transit 

6,000 

glyoxal 

4 

24,000 

Total 

6,616,538 

50,843,504 

48,510,704 

Source:  Oil  Price  Information  Service,  Petroleum  Terminal  Encyclopedia,  Spring  1997. 


Future  Demand  for  Fuel  Storage 


The  demand  for  fuel  storage  is  defined  as  the  amount  of  annual  throughput  capac¬ 
ity  necessary  to  meet  the  Norfolk  area  consumption  of  fuel.  Because  no  data  on 
consumption  of  fuel  in  the  Norfolk  area  are  available,  we  calculated  consumption 
using  Virginia  state  data. 

Figure  C-l  illustrates  the  Virginia  per  capita  consumption  of  petroleum  products 
for  1970  through  1995.  The  data  indicate  that  the  consumption  of  fuel  is  falling  at 
a  rate  of  about  0.5  percent  per  year.  This  decrease  in  per  capita  fuel  usage  can  be 
explained  by  increases  in  energy  efficiency  since  1970. 

To  forecast  per  capita  consumption,  we  used  the  equation  of  the  power  curve 
shown  in  Figure  C-l:  y  =  35.555(x)'° 1486  where  x  is  the  number  of  years  since 
1970,  or  the  period.  For  1998  (the  28th  period),  the  per  capita  consumption  of  fuel 
is  y  =  35.555(28)'° 1486  or  21.67  barrels  per  person  annually.  Table  C-2  provides 
estimates  of  per  capita  consumption  for  1993  through  2005. 
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Figure  C-l.  Virginia  per  Capita  Consumption 
of  Petroleum  Products,  1970-1995 


_ Year _ 

Consumption _ ———Power  (Consumption) 


Table  C-2.  Projected  Consumption  of  Petroleum  Products,  1993—2005 


Year 

T  = 

Consumption 
per  capita 

Norfolk 

population 

(000) 

Estimated  total 
barrels  demanded 
(per  year) 

Urban  adjustment 
(2%) 

1993 

23.00 

mnm 

33,781,101 

33,105,479 

1994 

24.00 

m  ■  ■ 

1 

33,826,652 

33,150,119 

1995 

25.00 

22.04 

33,881,011 

33,203,390 

1996 

26.00 

21.91 

w&m 

33,943,533 

33,264,662 

1997 

27.00 

21.79 

34,013,653 

33,333,379 

1998 

28.00 

21.67 

34,090,870 

33,409,053 

1999 

29.00 

21.56 

i 

34,174,744 

33,491,249 

2000 

30.00 

21.45 

HU 

34,264,881 

33,579,584 

2001 

31.00 

21.34 

1,610 

34,360,933 

33,673,714 

2002 

32.00 

21.24 

1,622 

34,462,585 

33,773,333 

2003 

33.00 

21.15 

1,635 

34,569,556 

33,878,165 

2004 

34.00 

21.05 

1,647 

34,681 ,594 

33,987,962 

2005 

35.00 

20.96 

1,660 

34,798,470 

34,102,501 

By  multiplying  per  capita  consumption  estimates  by  the  projected  population  in 
the  Norfolk  area,  we  can  estimate  total  consumption.  As  the  table  shows,  total 
consumption  of  fuel  in  the  Norfolk  area  for  1998  is  projected  at  33.4  million  bar¬ 
rels  (after  an  urban  adjustment  of  2  percent  is  applied).  For  1993  through  2005, 
the  consumption  of  fuel  in  the  Norfolk  area  is  expected  to  increase  by  1  million 
barrels  annually,  or  3  percent. 


Craney  Island:  Supply  and  Demand  for  Fuel  Storage  in  the  Norfolk  Area 


Expected  Supply  and  Demand  for  Fuel  Storage 

The  Norfolk  fuel  storage  infrastructure  can  accommodate  an  estimated  48.5  mil¬ 
lion  barrels  of  petroleum  throughput  annually.  The  current  consumption  of  fuel  in 
the  Norfolk  area,  however,  is  estimated  at  33.4  million  barrels  annually.  This  sur¬ 
plus  of  15  million  barrels  of  available  supply  of  fuel  storage  drives  the  price  of 
fuel  storage  down.  Because  no  change  is  expected  in  the  current  infrastructure  and 
only  modest  gains  are  projected  in  fuel  demand  (33  million  barrels  to  34  million 
barrels  of  throughput),  the  current  competitive  prices  for  fuel  storage  should  re¬ 
main  steady. 
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Appendix  D 

Colorado  Springs:  Status  Quo 


In  our  analysis  of  the  potential  for  privatization  at  Colorado  Springs,  our  objective 
was  to  evaluate  the  magnitude  of  the  cost  savings  to  DoD  from  the  privatization  of 
fuel  operations  at  installations  in  the  area.  We  estimated  costs  for  three  scenarios: 
maintaining  the  status  quo  at  all  three  installations;  privatizing  Fort  Carson’s  fuel 
infrastructure,  but  maintaining  the  status  quo  at  the  Air  Force  installations 
(referred  to  as  the  Defense  Energy  Supply  Center,  or  DESC,  concept);  and  privat¬ 
izing  fuel-related  functions  at  all  three  installations  through  regionalization.  This 
appendix  describes  our  assumptions  and  provides  the  cash  flows  for  the  status  quo 
scenario. 

Assumptions 

We  defined  the  status  quo  scenario  as  the  total  estimated  construction  costs  for 
building  needed  fuel  infrastructure  at  Fort  Carson  plus  the  current  cost  of  fuels 
operations  and  maintenance  for  each  Colorado  Springs  installation.  The  cost  com¬ 
ponents  and  our  assumptions  are  identified  in  the  following  subsections. 

Army  Construction  Costs 

We  assumed  that  Fort  Carson’s  $3.6  million  MILCON  requirement  will  be  funded 
at  the  beginning  of  the  20-year  period  examined  in  this  analysis. 

Army  Operating  Costs 

We  estimated  operating  and  maintenance  costs  at  Fort  Carson  (actual  fuels  opera¬ 
tions  and  maintenance  cost  data  were  not  available)  as  follows: 

♦  We  assumed  that  the  labor  force  necessary  to  provide  fuels  operations  and 
maintenance  at  Fort  Carson  will  remain  at  the  current  level. 

♦  We  estimated  labor  requirements  for  base  operations  at  0.5  FTE  for  each 
of  the  eight  manned  fueling  locations  at  Fort  Carson.  Three  FTEs  are  also 
included  for  operations  at  the  airfield.  Based  on  military  labor  cost  esti¬ 
mates  used  for  base  realignment  and  closure  analyses,  the  fully  burdened 
labor  cost  per  FTE  is  assumed  to  be  $48,000  per  year.1 


1  Department  of  Defense,  The  Report  of  the  Department  of  Defense  on  Base  Realignment  and 
Closure,  April  1998. 
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♦  Fuel  lab  testing  for  Fort  Carson  is  conducted  by  the  Army  in  New  Cum¬ 
berland,  PA.  Fort  Carson  incurs  costs  of  $14  per  sample  to  cover  shipping. 
The  number  of  sample  shipments  is  approximately  100  per  year. 

♦  Two  civilian  FTEs,  with  fully  burdened  costs  of  $55,000,  provide  contract 
oversight  and  fuels  infrastructure  management  at  Fort  Carson.2 

♦  Fuels  infrastructure  repair  was  $510,000  in  FY97  and  included  extreme 
one-time  repairs  that  will  not  recur  once  newly  constructed  infrastructure 
is  operational.  For  future  years,  we  estimated  annual  repair  costs  at  5  per¬ 
cent  of  the  original  $510,000. 

♦  We  amortized  annual  vehicle  acquisition  costs  (two  fuel  trucks  with  pur¬ 
chase  prices  of  $175,000)  on  a  20-year  replacement  cycle. 

♦  To  determine  the  annual  cost  of  vehicle  maintenance,  we  estimated  ex¬ 
pected  labor  costs.  Typically,  a  fuel  truck  requires  30  to  45  hours  of  main¬ 
tenance  annually  (it  is  considered  the  equivalent  of  three  sedans).  Because 
these  trucks  are  in  heavy  use  at  Fort  Carson,  we  used  45  hours  as  the  basis 
for  estimating  vehicle  maintenance  costs.  With  an  estimated  cost  per  hour 
of  $28  for  vehicle  maintenance,  the  annual  cost  of  vehicle  maintenance  is 
calculated  at  $1,260  per  vehicle. 

♦  Fuels  infrastructure  maintenance  at  Fort  Carson  costs  $104,000  annually 
(based  on  current  contract). 

♦  Transient  aircraft  refueling  at  Fort  Carson,  contracted  out  to  High  Country 
Helicopter,  costs  approximately  $191,000.  This  estimate  covers  a  staff  of 
three,  two  3,000-gallon  trucks,  and  a  15  percent  annual  return. 

♦  Supply  support  and  effort  provided  by  the  precision  measurement  equip¬ 
ment  lab  is  assumed  to  be  negligible  for  this  analysis  because  none  of  the 
privatization  scenarios  defined  will  affect  its  operating  costs. 

Air  Force  Operating  Costs 

Our  assumptions  concerning  Air  Force  operations  and  maintenance  costs  at  Peter¬ 
son  AFB  are  as  follows: 

♦  Base  fuels  management,  fuels  infrastructure  preventive  maintenance,  and 
fuels  lab  testing  are  contracted  at  a  cost  of  $324,000  annually. 

♦  Contract  oversight  effort  is  estimated  at  50  percent  of  one  civilian  FTE, 
and  75  percent  of  two  enlisted  FTEs.  Given  labor  cost  estimates  used  for 


2  See  Note  1. 
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base  realignment  and  closure  analyses,  we  assumed  a  fully  burdened  labor 
cost  of  $48,000  per  year  per  military  FTE  and  $55,000  per  civilian.3 

♦  We  amortized  annual  vehicle  acquisition  costs  (one  $175,000  fuel  truck, 
seven  $160,000  fuel  trucks,  and  three  $80,000  fuel  trucks)  on  a  20-year  re¬ 
placement  cycle. 

♦  We  estimated  annual  vehicle  maintenance  to  cost  $1,260  per  vehicle,  as¬ 
suming  a  labor  cost  of  $28  per  hour  and  45  hours  of  maintenance  per  vehi¬ 
cle  (as  we  assumed  for  the  Army). 

♦  Fuels  infrastructure  repair  is  conducted  by  the  civil  engineering  squadron 
and  costs  about  $73,000  annually. 

♦  Transient  aircraft  refueling  at  Peterson  is  contracted  out  at  a  price  of 
$406,000  annually. 

Our  assumptions  concerning  Air  Force  operations  and  maintenance  costs  at  the 
Air  Force  Academy  are  as  follows: 

♦  Contract  oversight  is  performed  by  one  FTE  at  an  annual  cost  of  about 
$49,000. 

♦  Base  fuels  management  is  contracted  at  a  cost  of  428,000. 

♦  The  Academy  has  a  ground  fuels  management  contract  for  $62,857  annu¬ 
ally. 

♦  Annual  vehicle  acquisition  costs  (two  $80,000  fuel  trucks)  are  amortized 
on  a  20-year  replacement  cycle. 

♦  Annual  vehicle  maintenance  costs  are  $1,260  per  vehicle,  assuming  a  labor 
cost  of  $28  per  hour  and  45  hours  of  maintenance  per  vehicle  (as  we  as¬ 
sumed  for  the  Army). 

♦  Supply  support  at  the  Academy  is  negligible. 

Lab  testing,  fuels  infrastructure  preventive  maintenance,  and  infrastructure  repair 
for  the  Academy  are  provided  by  Peterson  and  are  therefore  included  in  Peterson’s 
annual  operating  costs  for  these  activities. 

Cash  Flows 


We  assumed  that  the  costs  of  providing  fuels  operations  and  maintenance  under 
the  status  quo  scenario  will  increase  annually.  Specifically,  for  services  provided 


by  in-house  personnel  at  each  Colorado  Springs  location,  we  assumed  a  2.6  per¬ 
cent  annual  increase  (attributed  to  increases  in  labor  rates  estimated  by  DoD).  For 
services  provided  either  under  contract  or  by  other  government  agencies,  we  as¬ 
sumed  costs  would  increase  2  percent  annually  (because  of  inflation). 

After  calculating  the  total  costs  for  each  year  in  the  20-year  period,  we  calculated 
the  present  value  for  the  period  using  a  7  percent  discount  rate,  as  defined  in  OMB 
Circular  A-94.  We  calculated  the  total  costs  of  the  status  quo  scenario  by  adding 
the  present  value  of  Air  Force  and  Army  operations  plus  $3.6  million  for  Army 
construction.  Tables  D-l  and  D-2  show  the  detailed  cash  flows  for  Fort  Carson 
and  for  the  two  Air  Force  installations,  respectively. 


Table  D-l.  Cash  Flows  for  Status  Quo  Scenario :  Fort  Carson 


Table  D-l.  Cash  Flows  for  Status  Quo :  Fort  Carson  ( Continued) 


Table  D-l.  Cash  Flows  for  Status  Quo:  Fort  Carson  (Continued) 


Table  D-2.  Cash  Flows  for  Status  Quo:  Peterson  AFB  and  Air  Force  Academy 


Table  D-2.  Cash  Flows  for  Status  Quo:  Peterson  AFB  and  Air  Force  Academy  ( Continued) 


Appendix  E 

Colorado  Springs:  DESC  Concept 
and  Regionalization 


In  our  analysis  of  the  potential  for  privatization  at  Colorado  Springs,  our  objective 
was  to  evaluate  the  magnitude  of  the  cost  savings  to  DoD  from  the  privatization  of 
fuel  operations  at  installations  in  the  area.  We  estimated  costs  for  three  scenarios: 
maintaining  the  status  quo  at  all  three  installations;  privatizing  Fort  Carson’s  fuel 
infrastructure,  but  maintaining  the  status  quo  at  the  Air  Force  installations 
(referred  to  as  the  Defense  Energy  Supply  Center,  or  DESC,  concept);  and  privat¬ 
izing  fuel-related  functions  at  all  three  installations  through  regionalization.  In  this 
appendix,  we  describe  our  assumptions  for  the  DESC  concept  and  the  regionali¬ 
zation  approach.  We  also  provide  tables  illustrating  the  cash  flows  under  the  two 
privatization  scenarios. 

Assumptions 

DESC  Concept 

We  defined  the  DESC  concept  as  the  total  costs  of  providing  construction,  opera¬ 
tion,  and  maintenance  of  fuels  infrastructure  at  Fort  Carson  under  contract  with  a 
private  entity.  Fuels  operations  and  maintenance  at  the  Air  Force  locations  remain 
unchanged  from  the  status  quo. 

Army  Construction  Costs 

The  Form  1391  defining  the  needed  fuels  infrastructure  at  Fort  Carson  estimates 
the  total  cost  of  construction  at  $3.6  million.  Because  the  DESC  concept  calls  for 
a  private  contractor  to  provide  Fort  Carson’s  needed  construction,  we  estimated 
the  construction  cost  at  $2.9  million,  81  percent  of  the  government’s  total  cost  for 
the  same  infrastructure.1  We  assumed  that  the  private  sector  will  finance  the  con¬ 
struction  of  the  fuel  facilities  over  5  years  at  a  7  percent  corporate  bond  rate. 


1  Studies  indicate  that  government  regulations  can  add  as  much  as  19  percent  to  construction 
costs.  These  regulations  include  social  action  clauses  (use  of  small,  disadvantaged,  or  women- 
owned  businesses),  cost  control  and  accountability  practices,  business  protection  clauses  (Buy 
American  Act),  and  compliance  with  the  Davis-Bacon  Act,  the  Miller  Act,  and  the  Fair  Labor 
Standards  Act 
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Army  Operating  Costs 


The  Army’s  total  costs  under  the  DESC  scenario  assume  a  contractor  has  con¬ 
structed  the  fuel  facilities  identified  in  the  Fort  Carson  MILCON  and  is  now  re¬ 
sponsible  for  the  operation  and  maintenance  of  all  fuels  infrastructure  on  base.  We 
assumed  the  new  construction  will  consolidate  fueling  and  alleviate  the  need  for 
smaller  dispensing  facilities.  The  assumptions  driving  these  costs  are  as  follows: 

♦  The  contractor  requires  a  15  percent  rate  of  return  over  the  cost  of  provid¬ 
ing  construction  and  fuels  operations  at  Fort  Carson. 

♦  The  new  facilities  are  automated  and  require  two  FTEs  for  day-to-day  op¬ 
erations.  The  total  cost  is  $100,000  annually. 

♦  Infrastructure  maintenance  is  2  percent  of  construction  cost. 

♦  Transient  aircraft  refueling,  currently  contracted  out  to  High  Country  Heli¬ 
copter,  will  be  taken  over  by  the  new  contractor.  The  current  contract  price 
of  approximately  $191,000  (based  on  a  staff  of  three  and  two  3,000-gallon 
trucks)  remains  the  same.  A  15  percent  annual  return  is  built  into  this  es¬ 
timate. 

♦  Annual  vehicle  acquisition  costs  (two  fuel  trucks  with  purchase  prices  of 
$175,000)  are  amortized  on  a  20-year  replacement  cycle. 

♦  The  annual  cost  of  vehicle  maintenance  is  driven  by  labor  costs.  Typically, 
a  fuel  truck  requires  30  to  45  hours  of  maintenance  annually  (it  is  consid¬ 
ered  the  equivalent  of  three  sedans).  Because  these  trucks  are  in  heavy  use 
at  Fort  Carson,  we  used  45  hours  as  the  basis  for  estimating  vehicle  main¬ 
tenance  costs.  With  an  estimated  cost  per  hour  of  $28  for  vehicle  mainte¬ 
nance,  the  annual  cost  of  vehicle  maintenance  is  $1,260  per  vehicle. 

♦  Estimates  of  custodial  costs  and  refuse  removal  are  based  on  a  1,750- 
square-foot  facility.  Using  national  averages,  refuse  removal  costs  an  esti¬ 
mated  $0.05  per  square  foot,  and  custodial  services  cost  an  estimated 
$0.74  per  square  foot.2 

♦  Grounds  maintenance  (street  sweeping,  snow  removal,  etc.)  costs  an  esti¬ 
mated  $0.18  per  gross  square  foot  for  a  total  of  79,000  gross  square  feet.3 

♦  Utilities  generally  cost  an  estimated  $1 .62  per  square  foot.4  However, 
since  the  Fort  Carson  facility  is  fairly  energy  intensive,  we  used  a 


2  Institute  of  Real  Estate  Managers,  Income  and  Expense  Analysis,  1997. 

3  See  Note  2. 

4  See  Note  2. 
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multiplier  of  two  to  provide  conservative  estimates  of  energy  costs  for  the 
facility. 

♦  Yearly  insurance  premiums  cost  $25,000,  and  various  fees  total  $1,000 
annually. 

♦  Fuel  lab  testing  for  Fort  Carson  continues  to  be  conducted  by  the  Army  in 
New  Cumberland,  PA.  Fort  Carson  incurs  costs  of  $14  per  sample  to  cover 
shipping.  The  number  of  sample  shipments  is  approximately  100  per  year. 

♦  One  in-house  FTE  remains  involved  with  contract  oversight  for  the  fuels 
function.  The  estimated  annual  cost  for  this  civilian  employee  is  $55,000 
annually.5 

♦  Supply  support  and  effort  provided  by  the  precision  measurement  equip¬ 
ment  lab  are  assumed  to  be  negligible  for  this  analysis. 

Air  Force  Operating  Costs 

The  DESC  scenario  does  not  impact  the  operations  of  the  Air  Force  either  at  Pe¬ 
terson  or  the  Academy.  In  other  words,  the  assumptions  used  for  the  status  quo 
scenario  (Appendix  D)  are  the  same  assumptions  used  for  the  DESC  scenario. 

Regionalization 

Our  assumptions  for  the  strategy  in  which  fuel-related  functions  would  be  privat¬ 
ized  at  all  three  installations  through  regionalization  are  identical  to  those  for  the 
DESC  concept  except  the  DESC  concept  does  not  account  for  the  economies  of 
scale  that  can  be  gained  from  regionalization.  The  regionalization  approach,  there¬ 
fore,  is  based  on  the  DESC  concept’s  construction  and  operating  costs,  but  modi¬ 
fied  as  follows  to  account  for  the  economies  of  scale  gained  from  using  one 
contractor: 

♦  For  services  currently  provided  in-house,  we  reduced  costs  from  the  DESC 
scenario  by  5  percent. 

♦  For  services  already  contracted,  we  reduced  costs  from  the  DESC  scenario 
by  2  percent. 

Cash  Flows 

We  assumed  that  the  costs  of  fuels  operations  and  maintenance  under  the  DESC 
concept  and  the  regionalization  approach  will  increase  annually.  Specifically,  we 
assumed  that,  for  services  originally  provided  by  in-house  personnel  at  each 

5  Department  of  Defense,  The  Report  of  the  Department  of  Defense  on  Base  Realignment  and 
Closure,  April  1998,  p.  48. 


E-3 


Colorado  Springs  installation,  costs  will  grow  2.6  percent  annually  (because  of 
increases  in  labor  rates  estimated  by  DoD).  For  services  provided  under  contract 
at  Fort  Carson  and  the  Air  Force  sites,  costs  will  increase  2  percent  annually 
(because  of  inflation). 

After  calculating  the  total  costs  for  each  year  in  the  20-year  period,  we  calculated 
the  present  value  for  the  period  using  a  7  percent  discount  rate,  as  defined  in  OMB 
Circular  A-94.  The  total  costs  of  each  model  were  calculated  by  adding  die  pres¬ 
ent  value  of  Air  Force  and  Army  operations  at  the  Colorado  Springs  site,  includ¬ 
ing  the  construction  costs  and  debt  service  for  Fort  Carson  construction. 

Tables  E-l  and  E-2  show  the  detailed  cash  flows  for  the  DESC  concept  for  Fort 
Carson  and  for  the  two  Air  Force  installations,  respectively.  Tables  E-3  and  E-4 
show  the  cash  flows  for  the  regionalization  scenario. 
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Table  E-l.  Cash  Flows  for  DESC  Scenario:  Fort  Carson 


Table  E-l.  Cash  Flows  for  DESC  Scenario:  Fort  Carson  ( Continued) 


Table  E-l.  Cash  Flows  for  DESC  Scenario:  Fort  Carson  ( Continued) 


Table  E-2.  Cash  Flows  for  DESC  Scenario:  Peterson  AFB  and  Air  Force  Academy 


Table  E-2.  Cash  Flows  for  DESC  Scenario:  Peterson  AFB  and  Air  Force  Academy  ( Continued ) 


Table  E-2.  Cash  Flows  for  DESC  Scenario:  Peterson  AFB  and  Air  Force  Academy  ( Continued) 


Table  E-4.  Cash  Flows  for  Regionalization  Scenario:  Peterson  AFB  and  Air  Force  Academy 
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Table  E-4.  Cash  Flows  for  Regionalization  Scenario:  Peterson  AFB  and  Air  Force  Academy  ( Continued) 
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Appendix  F 

Hickam  AFB:  Financial  Analysis 
of  Public-Private  Venture 


We  projected  that,  by  following  a  privatization  strategy  at  Hickam  AFB,  the  Air 
Force  would  save  $1 1.8  million  over  the  25-year  lease  period.  This  savings  is  the 
difference  between  the  cost  to  the  Air  Force  to  build,  operate,  and  maintain  the 
MILCON  requirement  and  the  cost  to  a  private  operator  to  do  the  same.  From  the 
private  partner’s  perspective,  providing  the  Air  Force  MILCON  requirement  has  a 
net  present  value  of  $2.4  million.  This  appendix  contains  tables  showing  the  de¬ 
tails  of  our  financial  analysis. 

Tables  F-l  and  F-2  show  the  annual  costs  to  the  private  partner  of  building  and 
operating  storage  tanks  on  HIA  property  and  on  Hickam  property,  respectively. 
Building  on  Hickam  yields  a  benefit  to  the  operator  of  $3.7  million — the  expected 
value  of  the  Hickam  land. 

Table  F-3  shows  the  annual  cash  flow  to  the  private  partner.  The  construction  tar¬ 
iff  is  the  product  of  the  total  annual  throughput  in  barrels  and  annual  price  per  bar¬ 
rel  to  build,  operate,  and  maintain  the  MILCON  requirement.  The  price  per  barrel 
also  includes  a  10  percent  fee  on  the  sum  of  the  per  barrel  construction  and  O&M 
charges.  The  construction  expense  is  based  on  the  $39  million  MILCON  require¬ 
ment,  reduced  19  percent  to  reflect  efficiencies  in  private  construction  and  the  use 
of  civilian  specifications  in  meeting  the  requirement.  This  amount  is  amortized 
over  7  years  at  a  6.5  percent  cost  of  capital — the  expected  cost  of  a  loan  for  an  A- 
rated  company.  An  O&M  expense  of  2  percent  of  the  construction  cost  is  added  to 
the  expenses.  Finally,  the  value  of  the  Hickam  land  is  subtracted  from  the  ex¬ 
penses  (providing  the  bulk  of  the  savings  to  the  government  and  the  incentive  to 
the  partner  to  build  on  Hickam). 

Table  F-4  compares  the  cost  to  the  government  of  providing  the  original  MILCON 
requirement  against  the  cost  of  the  public-private  venture.  The  cost  of  the  original 
MILCON  requirement  is  $39  million,  and  the  net  present  value  of  the  O&M  costs 
over  25  years  is  $7.4  million.  Thus,  if  it  does  not  participate  in  the  public-private 
venture,  the  government’s  total  cost  over  25  years  is  $46.4  million.  In  contrast,  as 
the  table  shows,  if  the  government  participates  in  the  public-private  venture,  its 
total  cost  is  $34.6  million  dollars  over  25  years,  for  a  potential  savings  of  $1 1.8 
million. 
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Table  F-l.  Annual  Costs  to  Operator  of  Building  New  Tanks  on  Airport  Property 
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Table  F-2.  Annual  Costs  to  Operator  of  Building  New  Tanks  on  Hickam  Property 
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Table  F-3.  Feasibility  of  Public-Private  Venture  at  Hickam  AFB:  Private  Partner’s  Perspective 
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Table  F-3.  Feasibility  of  Public-Private  Venture  at  Hickam  AFB:  Private  Partner’s  Perspective  (Continued) 


Table  F-4.  Cost  to  Government  of  Public-Private  Venture  vs.  Original  MILCON  Cost 
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Appendix  G 

Fort  Leavenworth:  Financial  Analysis 
of  Bundling 


Bundling  is  the  primary  strategy  that  we  evaluated  to  determine  the  prospects  for 
privatization  of  the  fuel  infrastructure  at  Fort  Leavenworth.  We  formulated  two 
distinct  bundling  scenarios.  One  scenario  envisions  that  the  Army  would  establish 
a  partnership  with  Leavenworth  County,  which  is  seeking  to  establish  a  full- 
service,  public-use  airport.  In  the  other  scenario,  the  Army  would  establish  a  part¬ 
nership  with  a  private  firm  seeking  to  operate  a  profitable  venture  utilizing  Sher¬ 
man  Airfield’s  facilities.  This  appendix  provides  details  about  our  evaluation  of 
these  two  bundling  scenarios  at  Fort  Leavenworth.  The  appendix  begins  with  a 
conceptual  overview  of  the  two  analyses.  It  then  describes  our  assumptions  and 
explains  the  values  that  we  assigned  to  the  major  parameters. 

Overview  of  the  Analyses 

The  fundamental  objective  of  the  analyses  of  both  bundling  scenarios  was  to  as¬ 
certain  whether  privatization  of  the  airfield  at  Fort  Leavenworth  is  economically 
feasible.  In  general,  for  both  scenarios,  we  needed  to  determine  whether  a  poten¬ 
tial  joint  venture  partner  can  obtain  or  generate  enough  value  from  operating  the 
airfield  to  cover  the  cost  of  operations,  maintenance,  and  some  construction  of  the 
fuels  infrastructure  during  a  25-year  lease  period.  However,  the  underlying  con¬ 
cepts  of  the  analyses  of  the  two  scenarios  differed  somewhat.  In  the  scenario  in 
which  Leavenworth  County  is  the  partner,  the  underlying  concept  was  to  compare 
the  cost  to  the  county  of  building  a  new  airport  with  that  of  upgrading  and  oper¬ 
ating  Sherman  Airfield  and  the  Army’s  fuels  infrastructure  during  the  length  of 
the  lease.  In  contrast,  for  the  scenario  in  which  a  private  firm  is  the  Army’s  part¬ 
ner,  the  underlying  concept  was  to  compare  the  projected  revenues  from  private- 
sector  use  of  the  airfield  with  the  projected  costs  of  operating  it  and  the  Army  fu¬ 
els  infrastructure. 

Private  Firm  as  Partner 

For  the  bundling  scenario  in  which  a  private  firm  is  the  Army’s  partner,  we  per¬ 
formed  a  financial  analysis  using  the  following  procedure: 

♦  We  projected  pro  forma  revenues  over  25  years  utilizing 
>-  initial  fee  and  price  forecasts  for  airport  services. 
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>  data  provided  by  Fort  Leavenworth  on  prior-year  military  aircraft  op¬ 
erations,  and 

>■  forecasts  for  civilian  aircraft  operations  and  aircraft-related  demands 
from  a  1993  Leavenworth  County  airport  study.1 

We  adjusted  the  civilian  aircraft  operations  forecasts  for  2001  to  reflect  the 
expected  10  percent  increase  in  demand  associated  with  the  opening  of  the 
NASCAR  track  in  2001. 2 

♦  We  forecasted  pro  forma  expenses  over  25  years  by 

>•  estimating  expenditures  for  operating  the  airfield  and  fuels  infrastruc¬ 
ture,  including  costs  of  utilities,  management/administration,  airfield 
O&M,  control  tower  operations,  fuels  operations,  and  fuels  infrastruc¬ 
ture  O&M; 

>■  calculating  the  amortization  expenses  on  a  7-year  loan  to  finance  the 
construction  of  the  TMP  fuel  station  and  the  airport  upgrades  required 
to  make  the  expected  level  of  general  aviation  operations  possible;  and 

>•  factoring  in  capital  expenditures  on  additional  tie-down  installations 
during  the  years  in  which  the  demand  forecasts  require. 

♦  Finally,  we  calculated  the  net  present  value  of  the  pro  forma  operating 
cash  flows,  derived  from  the  pro  forma  revenues  and  expenses. 

Leavenworth  County  as  Partner 

For  the  bundling  scenario  in  which  Leavenworth  County  is  the  Army’s  partner,  we 
made  two  fundamental  assumptions.  The  first  is  that  the  FAA  would  fund  the  op¬ 
erations  costs  of  a  control  tower  at  a  new  airport,  even  though  such  funds  would 
be  denied  for  a  county-operated  Sherman  Airfield.  The  second  assumption  is  that 
Leavenworth  County  desires  and  intends  to  build  a  new  full-service,  public-use 
airport  that  would  be  eligible  for  construction  funding  from  the  FAA.3  This  as¬ 
sumption  is  critical  for  the  underlying  concept  that  we  used.  Without  it,  from  an 


1  Leavenworth  City/County  Airport  Site  Selection  Study  and  Master  Plan  1991-2010,  Bucher, 
Willis  &  Ratliff,  May  1993. 

2  We  based  our  predictions  of  the  10  percent  increase  on  the  following  analysis.  According  to 
NASCAR,  average  attendance  at  its  races  in  1997  was  190,625.  Conservatively,  we  estimated 
that,  if  one-quarter  of  a  percent  of  these  attendees  flew  in  on  private  planes  and  two  races  were 
held  per  year  at  the  new  Kansas  City  track,  then  there  would  be  a  one-time  boost  of  more  than  10 
percent  in  the  number  of  operations  at  the  new  regional  airport  for  aircraft  based  in  other  cities 
over  that  number  predicted  in  the  1993  study. 

3  Under  the  Airport  and  Airways  Improvement  Program,  the  FAA  can  provide  grants  to  fund 
up  to  90  percent  of  the  construction  costs  at  qualifying  public  airports. 
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analytical  perspective,  comparing  an  acquisition  of  Sherman  Airfield  with  the 
county’s  cost  of  building  a  new  airport  would  not  be  valid. 

We  viewed  our  evaluation  of  the  county  scenario  as  a  cost-benefit  analysis  of  the 
acquisition  of  Sherman  Airfield  from  the  county’s  perspective  and,  therefore,  ap¬ 
plied  the  methodology  of  a  standard  cost-benefit  analysis.  To  apply  this  method¬ 
ology,  we  utilized  a  three-step  process: 

♦  First,  we  equated  the  county’s  benefit  to  the  airport  construction  costs  that 
the  county  avoids  by  acquiring  Sherman  Airfield. 

♦  Second,  we  developed  pro  forma  projections  for  the  incremental  costs  that 
the  county  incurs  by  acquiring  and  operating  Sherman  instead  of  building 
a  new  airport. 

♦  Third,  we  computed  the  net  present  value  of  the  county’s  incremental  costs 
incurred  by  acquiring  Sherman  from  the  benefit  of  the  cost  avoidance 
gained  through  this  acquisition  in  order  to  calculate  the  net  benefit  of  the 
joint  venture  to  the  county. 

We  used  a  conservative  approach  to  calculate  the  cost  avoidance/benefit  for  this 
analysis.  Specifically,  we  based  our  estimate  on  the  county’s  share  of  the  devel¬ 
opment  costs  projected,  in  the  1993  study,  for  the  site  with  the  lowest  develop¬ 
ment  costs — Site  4.  To  make  Site  4  more  comparable  to  Sherman  Airfield,  we 
adjusted  the  development  costs  to  reflect  the  facilities  proposed  for  Site  4  that  are 
currently  not  available  at  Sherman.  We  made  this  adjustment  by  subtracting  the 
county’s  share  of  those  facilities’  costs  and  inflating  the  results  to  account  for  the 
5  years  of  inflation  that  had  occurred  since  the  completion  of  the  study. 

To  project  the  incremental  costs  utilized  in  the  analysis,  we  subtracted  the  oper¬ 
ating  expenses  that  would  not  be  funded  by  the  FAA  at  a  new  airport  from  all  ini¬ 
tial  operating  expenses  and  added  the  result  to  the  amortized  expenses  for  the  loan 
used  to  finance  the  construction  of  a  TMP  fuel  station  at  the  airfield.4  To  create 
pro  forma  expenses  over  a  25-year  period,  we  inflated  the  net  operating  expenses 
at  a  rate  of  2  percent  per  year  over  the  period,  adding  them  to  the  constant  TMP 
amortization  expenses. 


4  The  amortized  expenses  on  the  TMP  construction  loan  is  an  incremental  cost  to  the  county 
relating  specifically  to  the  acquisition  of  Sherman  Airfield,  because  a  TMP  fuel  station  for  the 
Army  would  not  be  required  at  a  newly  constructed  airport. 
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Assumptions 


We  used  two  types  of  assumptions  to  analyze  bundling  at  Fort  Leavenworth: 

♦  Underlying  assumptions  that  are  critical  to  the  analytical  procedures  util¬ 
ized  and  that  further  define  the  analyses  scenarios 

♦  Financing  and  construction-related  assumptions. 

The  underlying  assumptions  shared  by  the  two  scenarios  are  as  follows: 

♦  The  operation  of  Sherman  Airfield  is  transferred  from  the  Army  to  the 
partner  under  a  25-year  lease. 

♦  The  Army’s  partner  assumes  responsibility  for  all  O&M  at  the  airfield,  in¬ 
cluding  airport  management  and  tower  operations. 

♦  In  lieu  of  making  a  cash  lease  payment,  the  partner  operates  and  maintains, 
without  receiving  compensation  from  the  Army,  all  military  fuels  infra¬ 
structure,  including  the  TMP  fuel  station. 

♦  The  partner  constructs  a  new  TMP  fuel  station  near  the  airfield  fuel  facili¬ 
ties  to  facilitate  efficient  operations. 

♦  The  U.S.  Department  of  Transportation  or  the  State  of  Kansas  funds  the 
approximately  $1  million  in  required  road  extensions  for  a  public-use  air¬ 
field. 

♦  The  partner  stores  fuel  more  efficiently  than  the  Army,  freeing  a  15,000- 
gallon  fuel  tank  that  the  partner  can  use  for  nonmilitary  fuel  storage. 

♦  The  military  procures  its  own  fuel  and  does  not  purchase  it  from  its  part¬ 
ner. 

♦  The  O&M  cost  for  fuels  facilities  is  5  percent  of  initial  construction  costs. 

♦  Private  entities  other  than  the  partner  are  willing  to  construct  25,000 
square  feet  of  needed  hangar  space  on  land  subleased  from  the  partner. 

♦  All  operating  expenses  increase  at  the  rate  of  inflation. 

Additional  underlying  assumptions  that  apply  only  to  the  private-firm  scenario  are 
as  follows: 

♦  The  partner  sells  fuel  to  all  nonmilitary  users  of  the  airfield. 
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♦  Military  aircraft  operations  remain  constant  during  the  25-year  period.5 

♦  Initially,  the  partner  is  able  to  lease  50  percent  of  die  newly  constructed 
terminal  building.  By  the  sixth  year,  this  occupancy  rate  increases  to  and 
stabilizes  at  95  percent. 

♦  Of  the  aircraft  based  at  the  airfield,  80  percent  utilize  T-hangars. 

♦  Of  transient  aircraft  (aircraft  based  at  other  airfields),  60  percent  utilize  tie¬ 
downs. 

♦  Landing  fees  are  charged  only  for  military  and  business  aircraft. 

♦  For  the  calculation  of  landing  fees,  military  and  business  aircraft  using  the 
airfield  weigh  an  average  of  25,000  pounds. 

The  financing  and  construction-related  assumptions,  all  of  which  apply  to  both 
scenarios,  are  as  follows: 

♦  The  useful  life  of  constructed  facilities  is  25  years. 

♦  The  construction  finance  rate  is  6  percent  for  the  county  and  7  percent  for 
the  private  firm.6 

♦  The  length  of  the  construction  loan  is  7  years. 

♦  The  inflation  rate  is  2  percent,  which  is  equivalent  to  the  average  rate  of 
inflation  during  the  last  several  years. 

♦  The  rate  of  return  required  is  10  percent  for  the  county  and  15  percent  for 
the  private  firm. 


5  This  assumption  is  plausible  because  no  foreseeable  reasons  exist  for  military  use  of  the  air¬ 
field  to  change  significantly. 

6  We  expect  that  Leavenworth  County  could  borrow  by  issuing  nontaxable  bonds,  thus  ob¬ 
taining  a  nontaxable  interest  rate.  In  contrast,  a  private  firm  would  have  access  only  to  commercial 
sources  of  financing  and  would  pay  a  higher  taxable  interest  rate. 

7  We  expect  the  county  to  have  a  longer  time  horizon  than  a  private  firm. 
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Values  Assigned  to  Parameters 


Parameters  that  apply  to  both  scenarios  are  the  airport  upgrade  construction  costs, 
the  TMP  fuel  station  construction  costs,  and  the  initial  operations  costs.  We  based 
the  airport  upgrade  construction  costs  on  the  values  provided  in  the  1993  Leaven¬ 
worth  County  airport  study.  We  based  the  TMP  construction  costs  on  data  that  we 
obtained  from  the  Army’s  Form  1391  for  a  bulk  fuel  storage  and  retail  fuel  station 
at  Fort  Carson,  CO.  Finally,  we  used  the  following  values  as  the  basis  for  calcu¬ 
lating  the  initial  operations  costs: 

♦  Utilities  expenses  of  $18,000  and  supplies  and  miscellaneous  expenses  of 
$18,500,  obtained  from  the  1993  Leavenworth  County  airport  study. 

♦  Manager/administration  costs  of  $60,000  for  one  full-time  airport  man¬ 
ager. 

♦  Airfield  O&M  costs  of  $200,000,  assuming  those  costs  would  be  between 
1  and  2  percent  annually  of  total  airfield  construction  costs  of  $10  million 
to  $15  million. 

♦  Tower  operations  expenses  of  $126,000,  assuming  two-shifts,  with  a  sin¬ 
gle  air  controller  per  shift,  requiring  2.1  FTEs  at  $60,000  each. 8 

♦  Fuel  operations  expenses  of  $100,000,  assuming  2  FTEs  at  $50,000  each. 

♦  Fuel  O&M  of  $27,000,  projected  by  calculating  5  percent  of  estimated 
TMP  construction  costs  of  $159,000  and  fuel  storage  tank  construction 
costs  of  approximately  $400,000. 

The  remaining  parameters  apply  only  to  the  private-firm  scenario.  They  relate  to 
aircraft  operations,  demand  for  aircraft-associated  activities,  and  initial  airfield 
fees  and  prices.  We  obtained  data  on  civilian  aircraft  operations  and  demand  for 
tie-down  spaces  from  the  1993  airport  study.  We  obtained  data  on  military  opera¬ 
tions  projections  from  the  airfield  manager  at  Sherman  Airfield.  Other  values  we 
used  are  as  follows: 

♦  Fuel  sales  per  based  aircraft  of  2,000  gallons  per  operation,  from  the  1993 
study  (page  165). 

♦  Fuel  sales  per  transient  aircraft  of  8  gallons  per  operation,  from  the  1993 
study  (page  66). 

♦  Fuels  sales  profit  margin  of  15  percent,  from  the  1993  study  (page  165). 


8  One-tenth  of  an  FTE  was  added  to  cover  sick  and  vacation  leave  for  the  controllers,  since  the 
tower  must  be  manned  at  all  times  during  the  two  shifts. 
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♦  Monthly  tie-down  fees  of  $60,  obtained  from  the  fees  advertised  on  the 
Web  site  for  Livermore  Municipal  Airport  in  California.  While  these  fees 
were  twice  those  projected  in  the  1993  study,  we  believe  that  they  are 
more  representative  of  competitive  rates. 

♦  Nightly  tie-down  fees  of  $8,  calculated  by  doubling  the  nightly  tie-down 
fees  of  $4  projected  in  the  1993  study  on  the  basis  that  a  competitive 
nightly  rate  would  have  to  be  adjusted  in  the  same  proportion  as  the 
monthly  rate. 

♦  Landing  fees  of  $3.75  per  operation,  calculated  using  Livermore  Munici¬ 
pal  Airport’s  landing  fees  per  1,000  gross  weight  per  operation  of  $0.15 
and  assuming  that  the  military  and  business  aircraft  using  the  airfield 
weigh  an  average  of  25,000  pounds. 

♦  Annual  hangar  ground  leases  of  $0.25  per  square  foot  and  terminal  space 
leases  of  $7.20  per  square  foot,  from  the  1993  study  (page  162). 

♦  T-hangar  rental  rates  of  $150  per  month,  by  averaging  medium  T-hangar 
fees  at  Livermore  Municipal  Airport  and  the  T-hangar  fees  of  $70  per 
month  provided  in  the  1993  study  (page  164). 

♦  Auto  parking  fees  per  operation  of  $3.00  and  airfield  concession  fees  per 
passenger  of  $0.50,  based  on  benchmark  data  for  regional  airports. 

Financial  Analysis  and  Cash  Flows 

Tables  G-l  and  G-2  display  the  basic  parameters  for  the  financial  analysis  and  the 
cash  flows  that  we  used  to  evaluate  the  private  partner  scenario.  Similarly,  Tables 
G-3  and  G-4  display  the  basic  parameters  for  the  financial  analysis  and  the  cash 
flows  that  we  used  to  evaluate  the  county  scenario. 
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Table  G-l.  Basic  Parameters  for  the  Private-Partner  Scenario 


REVENUE  DRIVERS: 

A.  Initial  Fees  and  Prices: 

Tie- Down  Fee/month 
Tie-Down  Fee/night 

Hangar  Ground  Leases  per  sq.  ft.  per  yr. 

Terminal  space  per  s.f.  peryr. 

T-Hangars/month 

Fuel  Price/gallon 

Auto  Parking  Fees/operation 

Concession  Fees/passenger 

Landing  Fees/op.  -  Military  &  Business  only 

0.  Supply  and  Demand  Related: 

Fuel  sales  per  Based  aircraft  -  gals./op. 

Fuel  sales  per  Transient  aircraft  -  gals./op. 
Fuel  sale  profit  margin 
Passengers/operation 


PROJECTED  DEMANDS: 

Year 

For  Based  aircraft 

For  Tie-Down  spaces  for  based  aircraft 
For  Tie-Down  spaces  for  transient  aircraft 

ForOperetions: 

Civilian  local 
Civilian  Transient 
Business  Jet 
Military  Local 
Military  Transient 
NASCAR-based 


$  60 

$  8 

$  0.25 

$  7.20 

$  150.00 

$  1.00 

$  3.00 

$  0.50 

$  3.75 


2000 

8 

15% 

1.9 


1998 

2000 

2004 

2014 

40 

89 

102 

142 

18 

18 

21 

29 

23 

23 

32 

57 

20000 

20600 

24100 

35000 

10000 

14900 

19600 

35200 

300 

400 

900 

2400 

1200 

1200 

1200 

1200 

600 

600 

600 

600 

1900* ** 

1900 

1900 

*  Leavenworth  City/County  Airport  Site  Selection  Study  and  Master  Plan  1991-2010,  Bucher,  Will 

**  Beginning  Year  2001  rather  than  2000 


REQUIRED  CAPITAL  IMPROVEMENTS: 

I.  AIRPORT  UPGRADE  CONSTRUCTION: 
Terminal  Building  -  3,000  sq.ft. 

Terminal  Fencing 

80  Parking  spaces 
Fuel  Tank  -  5,000  gallons 
Tie-Down  Installation 
61  T-Hangars 
Sub-Total  Airport 

II.  TMP  CONSTRUCTION: 

2  Retail  Fuel  Pumps 

Retail  Fuel  Storage  -  36,000  gallons 
Retail  Operations  Facility  -  400  sq.  ft. 
Sub-Total  TMP 

Total  Capital  Improvements 


Initial  Cost  2000  2004  2014 

$  210,000 

$  37,500 

$  84,000 

$  15,000 

$  12,300  $  600  $  3,000  $  9,900 

$  732,000 

$  1,090,800 


$  14,586 

$  91,080 

$  53,200 

$  158,866 

$  1,249,666 


INITIAL  OPERATING  EXPENSES: 

Utilities 

Manager/Administration 
Supplies  &  Miscellaneous 
Airfield  O&M 
Tower 

Fuel  Operations 
Fuel  O&M 

Total  Initial  Operating  Expenses 


$  18,000  From  BW&R 

$  60,000 
$  18,500 

$  200,000 
$  126,000 
$  100,000 
$  27,023 

$  549,523 
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Table  G-3.  Basic  Parameters  for  the  County  Scenario 


REQUIRED  CAPITAL  IMPROVEMENTS: 

TMP  CONSTRUCTION: 

Two  retail  fuel  pumps 
Retail  fuel  storage  -  36,000  gallons 
Retail  operations  facility  -  400  sq.  ft. 
Subtotal  TMP 


$  14,586 

$  91,080 
$  53,200 

$  158,866 


Total  capital  improvements/expenditures 


$  158,866 


COUNTY  BENEFIT  (NEW  AIRPORT  COST 
AVOIDANCE)  FROM  ACQUIRING  SHERMAN  ARMY 
AIRFIELD: 


Total  county  cost  of  Site  4 

Less  adjustments  for  facilities  missing  from  Sherman: 

$  3,450,635 

Parallel  runway 

$ 

237,093 

Fuel  facilities 

$ 

30,000 

4,050  sq.  ft.  of  terminal  space 

$ 

222,750 

2,700  square  yards  parking 

$ 

80,200 

High  intensity  runway  lights 

$ 

104,500 

Fencing 

$ 

14,630 

Tie-downs 

$ 

923 

Total  adjustments 

$ 

690,096 

Adjusted  benefit 

$  2,760,539 

Adjusted  benefit  increased  for  5-years'  inflation 

$  3,047,858 

INITIAL  OPERATING  EXPENSES: 

Utilities 

$ 

18,000 

Manager/Administration 

$ 

60,000 

Supplies  and  miscellaneous 

$ 

18,500 

Airfield  O&M 

$ 

200,000 

Control  tower  operations 

$ 

126,000 

Fuel  operations 

$ 

100,000 

Fuel  O&M 

$ 

27,023 

Total  Initial  Operating  Expenses 

$ 

549,523 

Less  operating  expenses  not  funded  by  FAA  @  a  new  airport: 

Utilities 

$ 

18,000 

Manager/administration 

$ 

60,000 

Supplies  and  miscellaneous 

$ 

18,500 

Airfield  O&M 

$ 

200,000 

Total  operating  expenses  not  FAA  funded 

$ 

296,500 

Initial  incremental  operations  expenses  for  county 

$ 

253,023 
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Appendix  H 

Fort  Leavenworth:  Financial  Analysis 
of  Real  Estate  Exchange 


A  real  estate  exchange  is  the  alternative  strategy  that  we  evaluated  to  determine 
the  prospects  for  fuels  privatization  at  Fort  Leavenworth.  In  the  strategy  we  for¬ 
mulated,  we  envisioned  that  the  Army  would  establish  a  joint  venture  partnership 
with  a  developer.  In  that  partnership,  the  Army  would  lease  about  50  acres  of  un¬ 
derutilized  land  at  Fort  Leavenworth  to  the  developer  in  exchange  for  the  devel¬ 
oper’ s  assumption  of  operations,  maintenance,  and  construction  costs  at  the  base’s 
TMP  fuel  station  and  storage  tanks.  This  appendix  contains  details  about  our  as¬ 
sumptions  and  values  used  in  our  analysis  of  the  real  estate  exchange  approach  at 
Fort  Leavenworth. 

Overview  of  the  Analyses 

The  fundamental  objective  of  the  analysis  of  a  real  estate  exchange  was  to  deter¬ 
mine  the  financial  feasibility  to  a  developer  of  obtaining  underutilized  land  at  Fort 
Leavenworth  in  consideration  for  providing  fuel-infrastructure-related  operations, 
maintenance,  and  construction  services.  In  general,  we  needed  to  ascertain 
whether  the  value  of  the  50  acres  of  underutilized  land  is  enough  to  offset  the 
costs  of  constructing  a  new  TMP  at  the  airfield  and  of  operating  and  maintaining 
it  and  the  other  fuels  infrastructure  during  the  long-term  lease. 

To  evaluate  the  feasibility  of  the  real  estate  exchange,  we  performed  a  financial 
analysis  using  the  following  methodology: 

♦  We  projected  pro  forma  revenues  over  25  years  by 

>-  calculating  the  market  value  of  the  land’s  sale  and  viewing  it  as  an  im¬ 
plicit  transfer  of  capital  to  the  developer,  even  though  it  actually  ob¬ 
tains  no  cash,1  and 

>-  calculating  the  revenues  obtained  from  renting  out  the  excess  15,000- 
gallon  fuel  storage  tank  at  $0.30  per  barrel  per  month. 


1  We  believe  that  conceptually,  this  view  is  justified  because  once  the  Army  transfers  owner¬ 
ship  of  the  land  to  the  developer,  it  could  sell  the  land  and  generate  cash  equivalent  to  the  market 
value  of  the  land. 
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♦  We  forecasted  pro  forma  expenses  over  25  years  by 

>•  estimating  expenditures  for  operating  the  TMP  fuel  station  and  the 
three  existing  airfield  storage  tanks  (including  the  costs  of  manage¬ 
ment/administration,  supplies  and  miscellaneous,  fuel  operations,  and 
fuel  infrastructure  operations  and  maintenance)  and  adjusting  them  at 
the  rate  of  inflation  over  the  25-year  period  and 

>•  calculating  the  amortization  expenses  on  a  7-year  loan  to  finance  the 
construction  of  a  TMP  fuel  station. 

♦  Finally,  we  calculated  the  net  present  value  of  the  pro  forma  operating 
cash  flows,  derived  from  the  pro  forma  revenues  and  expenses. 

In  analyzing  this  approach,  we  originally  intended  to  project  the  market  value  of  a 
25-year  lease  on  the  underutilized  land,  which  probably  would  have  been  equiva¬ 
lent  to  about  80  percent  of  the  market  value  of  a  land  sale.  However,  to  evaluate 
the  approach  under  optimal  conditions,  we  decided  to  modify  the  analysis  to  con¬ 
sider  a  land  sale  rather  than  a  25 -year  lease,  when  we  determined  that  a  long-term 
lease  was  not  a  feasible  option  due  to  the  relatively  low  total  value  of  the  underu¬ 
tilized  land  available  at  Fort  Leavenworth.  To  further  optimize  conditions,  we  de¬ 
cided  not  to  restrict  the  analysis  to  a  pure  exchange  for  fuels  infrastructure 
operations,  but  factored  in  the  possibility  of  renting  an  excess  15,000-gallon  fuel 
storage  tank. 

Assumptions 

Underlying  assumptions — assumptions  that  are  critical  to  the  analytical  proce¬ 
dures  utilized  and  that  further  define  the  analysis  scenario — are  as  follows: 

♦  There  are  50  acres  of  underutilized  land  available  at  Fort  Leavenworth 
(based  on  the  garrison  command’s  belief  that  it  might  be  able  to  provide 
about  50  acres  of  land  on  its  border). 

♦  In  lieu  of  providing  cash  for  the  land  and  without  receiving  compensation 
from  the  Army,  a  developer  operates  and  maintains  all  military  fuels  infra¬ 
structure,  including  the  TMP  fuel  station,  for  25  years. 

♦  The  developer  constructs  a  new  TMP  fuel  station  near  the  airfield  fuel  fa¬ 
cilities  to  facilitate  efficient  operations. 

♦  The  developer  stores  fuel  more  efficiently  than  the  Army,  freeing  a 
15,000-gallon  fuel  tank  that  it  can  rent  for  nonmilitary  fuel  storage. 
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Fort  Leavenworth:  Financial  Analysis  of  Real  Estate  Exchange 


♦  The  tank  can  be  rented  only  80  percent  of  the  time,  and  the  fuel  stored  in 
the  excess  tank  turns  over  no  more  than  once  a  month  when  the  tank  is 
rented.2 

♦  The  excess  storage  tank  can  be  rented  for  only  half  a  year  during  the  first 
year  of  the  partnership. 

♦  The  military  procures  its  own  fuel  and  does  not  purchase  it  from  the  de¬ 
veloper. 

♦  The  O&M  for  fuels  facilities  is  5  percent  of  initial  construction  costs. 

♦  All  operating  expenses  and  fuel  storage  rental  rates  increase  at  the  rate  of 
inflation. 

Our  assumptions  related  to  financing  and  construction  are  as  follows: 

♦  The  useful  life  of  the  constructed  facilities  is  25  years. 

♦  The  construction  finance  rate  is  7  percent  for  the  developer. 

♦  The  length  of  the  construction  loan  is  7  years. 

♦  The  inflation  rate  is  2  percent,  which  is  equivalent  to  the  average  rate  of 
inflation  during  the  last  several  years. 

♦  The  rate  of  return  that  the  developer  seeks  is  15  percent. 

Values  Assigned  to  Parameters 

The  parameters  of  the  real  estate  exchange  analysis  include 

♦  the  value  of  the  underutilized  land, 

♦  the  rental  rate  of  the  excess  storage  tank, 

♦  the  construction  costs  of  the  TMP  fuel  station,  and 

♦  the  initial  operations  costs. 

We  calculated  the  value  of  the  underutilized  land  from  the  price  per  acre  the  city 
manager’s  office  paid  for  industrial  land  it  purchased  recently  near  Fort  Leaven¬ 
worth’s  underutilized  land.  We  projected  the  rental  rate  for  the  excess  storage  tank 
from  data  we  obtained  on  storage  tank  rents  in  the  Norfolk  area  for  our  Craney 


2  If  fuel  turnover  is  greater  than  once  a  month,  the  practice  in  the  fuel  storage  industry  is  to 
add  an  excess  throughput  charge. 
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Island  analysis.3  Similarly,  we  based  the  TMP  construction  costs  on  data  we  ob¬ 
tained  from  the  Army’s  Form  1391  for  a  bulk  fuel  storage  and  retail  fuel  station  at 
Fort  Carson,  CO.  Finally,  we  used  the  following  values  to  determine  the  initial 
operations  costs: 

♦  Manager/administration  costs  of  $50,000,  assuming  one  full-time  manager 
with  total  compensation. 

♦  Fuel  operations  expenses  of  $100,000,  assuming  two  FTEs  at  $50,000 
each. 

♦  Fuel  O&M  of  $27,000,  projected  by  calculating  5  percent  of  estimated 
TMP  construction  costs  of  $159,000  and  fuel  storage  tank  construction 
costs  of  approximately  $400,000. 

Financial  Analysis  and  Cash  Flows 

Tables  H-l  and  H-2  display  the  basic  parameters  for  the  financial  analysis  and  the 
cash  flows  that  we  used  to  evaluate  the  real  estate  approach. 


3  We  used  the  lowest  of  the  rental  rates  in  the  Norfolk  area,  which  ranged  from  $0.30  to  $0.75 
per  barrel  per  month  for  a  turnover  rate  of  no  more  than  once  a  month. 
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Table  H-l.  Basic  Parameters  for  the  Real  Estate  Approach 


REAL  ESTATE  RELATED  PARAMETERS 

Amount  of  underutilized  land  (acres) 

Sales  value  of  underutilized  land  (per  acre) 


REQUIRED  CAPITAL  IMPROVEMENTS  -- 
TMP  CONSTRUCTION: 

Two  retail  fuel  pumps 

Retail  fuel  storage  -  36,000  gallons 

Retail  operations  facility  -  400  sq.  ft. 

Total 


INITIAL  OPERATING  EXPENSES: 

Manager/administration 
Supplies  and  miscellaneous 
Fuel  operations 
Fuel  O&M 

Total  initial  operating  expenses 


50 

$13,000 


$  14,586 

$  91,080 

$  53,200 

$  158,866 


$  50,000 

$  5,000 

$  100,000 

$  27,023 

$  182,023 
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Appendix  I 

Fort  Bliss:  Financial  Analysis  of  Divestiture 


The  strategy  that  we  used  to  evaluate  the  prospects  for  privatization  of  the  fuel 
infrastructure  at  Fort  Bliss  is  a  divestiture  of  the  fuel-related  function  and  its  asso¬ 
ciated  infrastructure.  The  strategy  envisions  that  the  Army  would  relinquish  its 
practice  of  storing  fuel  in  bulk  at  Fort  Bliss  by 

♦  leasing  its  bulk  terminal  to  a  partner  for  a  long-term  period  and 

♦  purchasing  fuel  from  that  partner  at  a  surcharge  to  cover  required 
MILCON  and  operations  costs  over  the  same  period. 

The  Army’s  partner  would  subsequently  undertake  the  renovations  required  for 
the  bulk  storage  tanks  and  operate  and  maintain  the  tanks  over  the  length  of  the 
lease.  Moreover,  by  operating  the  terminal  under  commercial  fuels  storage  prac¬ 
tices  and,  thereby,  more  effectively  utilizing  the  existing  storage  capacity,  the 
partner  would  also  create  excess  storage  capacity  for  its  own  fuel  storage  require¬ 
ments. 

This  appendix  describes  the  analysis  that  we  developed  to  evaluate  the  divestiture 
approach  at  Fort  Bliss.  It  includes  a  conceptual  overview  of  the  analysis,  a  de¬ 
scription  of  our  assumptions,  and  an  explanation  of  the  values  that  we  assigned  to 
the  major  parameters. 

Overview  of  the  Analyses 

Our  fundamental  objective  for  our  analysis  of  the  divestiture  strategy  was  to  de¬ 
termine  whether  DoD  (through  the  Army)  can  save  costs  at  Fort  Bliss  by  relin¬ 
quishing  its  function  of  storing  fuel  in  bulk  there;  divesting  itself  of  the  associated 
storage  terminal  to  a  partner;  and  purchasing  fuel  at  a  sufficient  surcharge  from 
that  partner  to  provide  an  acceptable  rate  of  return  for  renovating,  maintaining, 
and  operating  that  terminal  during  a  25-year  lease  period.  In  general,  the  analysis 
needed  to  assess  whether  a  private  partner  can,  over  25  years,  offset  the  15  percent 
rate  of  return  on  expenditures  required  for  renovating,  operating,  and  maintaining 
the  bulk  fuel  terminal  through  the  following: 

♦  Additional  throughput  by  adopting  commercial  storage  practices  and  more 
effectively  utilizing  existing  storage  capacity 

♦  To  a  lesser  degree,  the  19  percent  reduction  in  construction  costs  through 
commercial  construction  procedures  (the  cost  of  performing  construction 
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commercially  is  about  81  percent  of  the  cost  of  performing  the  equivalent 
construction  through  MILCON).1 

From  an  analytical  perspective,  we  used  the  following  process  to  make  this  as¬ 
sessment: 

♦  Calculated  the  surcharge  per  gallon  that  the  Army’s  divestiture  partner 
must  add  to  the  fuel  price  during  the  lease  period  to  earn  an  acceptable  re¬ 
turn  on  the  MILCON  and  O&M  expenditures  incurred  at  the  bulk  terminal 

♦  Compared  that  surcharge  with  the  implicit  surcharge  per  gallon  that  DoD 
and  the  Army  must  absorb  to  recover  the  MILCON  and  O&M  costs  over 
the  same  period,  if  the  Army  were  to  retain  operating  control  of  the  bulk 
terminal. 

We  calculated  the  surcharge  under  divestiture  and  the  implicit  surcharge  without 
divestiture  by  utilizing  the  following  methodology: 

♦  Projected  pro  forma  expenses  over  25  years  by 

>  determining  expenditures  for  the  labor  required  to  operate  the  bulk  fuel 
terminal  (including  the  costs  of  management/administration)  and  ad¬ 
justing  them  at  the  rate  of  inflation  over  the  25-year  period; 

>•  estimating  expenditures  for  O&M  at  the  terminal  and  adjusting  them  at 
the  rate  of  inflation  over  the  25-year  period;  and 

►  calculating 

■  for  the  scenario  where  divestiture  does  not  occur,  the  total 
MILCON  costs  required  for  the  terminal  or 

■  for  the  scenario  where  divestiture  does  occur,  the  amortization  ex¬ 
penses  on  a  7-year  loan  to  finance  the  total  MILCON  costs  re¬ 
quired  for  the  terminal. 

♦  Computed  the  present  value  of  the  pro  forma  expenses. 

♦  Projected  the  total  annual  surcharge  payment  by  calculating  the  25-year 
annuity  that  would  be  equivalent  to  the  present  value  of  the  pro  forma  ex¬ 
penses. 

♦  Finally,  determined  the  surcharge  per  gallon  by  dividing  the  annual  sur¬ 
charge  payment  by  the  expected  annual  throughput. 


1  Logistics  Management  Institute,  The  Impact  of  Federal  Government  Contracting  Require¬ 
ments  on  Design  and  Construction  Costs,  Report  NA610RD1,  Jordan  Cassell,  Robert  Campbell, 
and  Paul  Jung,  October  1996. 
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Fort  Bliss:  Financial  Analysis  of  Divestiture 


To  calculate  labor  costs,  we  assumed  that,  whether  the  Army  or  a  private  partner 
operated  the  terminal,  manpower  levels  remain  constant  at  the  current  2.3  FTEs. 
We  then  used  the  DoD’s  standard  cost  of  $55,000  for  a  civilian  FTE.  To  estimate 
O&M  expenditures  at  the  terminal,  we  calculated  the  construction  costs  required 
to  replace  the  existing  storage  capacity  at  $48  per  barrel  and  set  O&M  costs  at  2 
percent  of  the  replacement  cost. 

For  the  divestiture  analysis  only,  we  adjusted  the  Army’s  MILCON  costs  down¬ 
ward  by  19  percent  to  reflect  the  fact  that  commercial  costs  of  construction  are  81 
percent  of  military  construction  costs.2  We  also  calculated  potential  throughput  by 
projecting  that 

♦  more  efficient  commercial  utilization  of  the  terminal  would  make  a  reha¬ 
bilitated  storage  tank  of  800,000-gallon  capacity  available  for  non- Army 
needs,  and 

♦  the  tank  would  experience  one  inventory  turn  per  month,  or  9.6  million 
gallons  of  fuel  throughput  per  year. 

We  then  added  the  extra  throughput  to  the  projected  bulk  fuel  throughput  for  the 
Army. 

Assumptions 

We  used  two  types  of  assumptions  in  the  analysis  of  the  divestiture  strategy: 

♦  Underlying  assumptions  that  are  critical  to  the  analytical  procedures  util¬ 
ized  and  that  further  define  the  analysis  scenario 

♦  Financing  and  construction-related  assumptions. 

Underlying  assumptions  applicable  to  both  the  status  quo  and  the  situation  in 
which  the  Army  divests  its  bulk  fuel  storage  function  and  associated  terminal  are 
as  follows: 

♦  The  annual  bulk  fuel  throughput  of  the  Army  remains  constant  at  current 
levels  for  the  25-year  period. 

♦  O&M  costs  are  2  percent  of  total  construction  costs. 


2  See  Note  1. 

3  We  feel  comfortable  making  this  assumption  because  the  mission  and  the  related  fuel  re¬ 
quirements  for  Fort  Bliss  are  not  expected  to  change  in  the  foreseeable  future. 
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Underlying  assumptions  applicable  only  to  the  situation  in  which  the  Army  di¬ 
vests  its  bulk  fuel  storage  function  and  associated  terminal  are  as  follows: 

♦  The  partner’s  more  efficient  utilization  of  the  terminal  using  commercial 
fuel  storage  practices  makes  reactivated  storage  tank  #1 1025,  with  800,000 
gallons  capacity,  available  for  non- Army  needs 

♦  The  fuel  inventory  in  tank  #1 1025  turns  over  once  a  month.4 

Financing  and  construction  assumptions  applicable  to  both  the  status  quo  and  the 
situation  in  which  the  Army  divests  its  bulk  fuel  storage  function  and  associated 
terminal  are  as  follows: 

♦  The  useful  life  of  constructed  facilities  is  25  years. 

♦  The  rate  of  return  for  DoD  (under  the  status  quo)  is  6  percent  (Office  of 
Management  and  Budget  discount  rate),  while  the  rate  for  the  private  part¬ 
ner  (under  divestiture)  is  15  percent. 

♦  The  construction  cost  to  replace  a  barrel  of  storage  capacity  is  $48.5 

♦  The  inflation  rate  is  2  percent,  which  is  equivalent  to  the  average  rate  of 
inflation  during  the  last  several  years. 

Two  financing  and  construction  assumptions  are  applicable  only  to  the  situation 
where  the  Army  divests  its  bulk  fuel  storage  function  and  associated  terminal: 

♦  The  construction  finance  rate  is  7  percent  for  the  partner. 

♦  The  length  of  the  construction  loan  is  7  years. 

The  Army  does  not  require  construction  financing  under  MILCON  funding,  so 
there  is  no  loan  period  or  construction  finance  rate  for  the  status  quo. 

Values  Assigned  to  Parameters 

The  major  parameters  in  the  analysis  of  the  divestiture  strategy  are  the  value  of  the 
unfunded  military  construction,  the  bulk  fuel  throughput  of  the  Army  at  Fort 
Bliss,  and  the  bulk  storage  capacity  at  Fort  Bliss. 


4  This  rate  is  equivalent  to  the  standard  number  of  turns  that  occur  in  the  commercial  fuel  stor¬ 
age  industry. 

5  To  calculate  the  $48  per  barrel  cost,  we  used  the  $39  per  barrel  private  construction  cost  that 
we  determined  for  our  analysis  of  Craney  Island  (see  Appendix  A  for  details)  and  adjusted  it  up¬ 
ward  by  just  over  23  percent  to  reflect  the  fact  that  private-sector  construction  costs  are  81  percent 
of  the  equivalent  MILCON  costs. 
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Fort  Bliss :  Financial  Analysis  of  Divestiture 


We  calculated  the  value  of  the  unfunded  military  construction  from  the  DD  Form 
1391  submitted  by  Fort  Bliss  in  FY97  for  fuels  infrastructure  MILCON.  Similarly, 
we  determined  both  the  bulk  fuel  throughput  and  the  bulk  storage  capacity  from 
data  submitted  to  us  by  the  Logistics  Division  at  Fort  Bliss. 

Financial  Analysis  and  Cash  Flows 

Tables  1-1  and  1-2  display  the  basic  parameters  and  cash  flows  that  we  used  to  cal¬ 
culate  the  implicit  surcharge  the  DoD  and  the  Army  must  absorb  when  the  Army 
retains  the  bulk  storage  function  and  terminal  (i.e.,  the  status  quo  without  divesti¬ 
ture).  Similarly,  Tables  1-3  and  1-4  display  the  basic  parameters  and  cash  flows  for 
the  surcharge  required  to  cover  a  partner’s  costs  when  the  Army  divests  its  bulk 
storage  function  and  associated  terminal. 
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Table  1-1.  Basic  Parameters  for  the  Implicit  Surcharge 


UNFUNDED  MILITARY  CONSTRUCTION: 


Project  Number 

FA023026P 

FA023036P 

FA023046P 

FA023056P 

FA023066P 

FA023076P 

FA023086P 


Building/ 
Tank  No. 
11027 
11025 
11024 
11022 
11029 
11019 
11033 


Total  MILCON 


POTENTIAL  THROUGHPUT: 

Bulk  Fuel  Receipts  of: 

JP8 

MUR 

Total  Throughput 


O&M  COSTS: 

Total  Gallons 
Total  Barrels 

Cost  to  replace  @  $48/barrel 
O&M  Costs  @  2%  of  construction 


Cost 

$  274,091 
$  516,407 
$  221,548 
$  355,392 
$  363,745 
$  571,321 
$  674,073 

$2,976,577 


Gallons 

1,017,215 

408,916 

1,426,130 


1,125,000 

26,786 

$1,285,714 

$  25,714 


Table  1-2. 
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Table  1-3.  Basic  Parameters  for  the  Divestiture  Surcharge 


UNFUNDED  MILITARY  CONSTRUCTION: 


Project  Number 

FA023026P 

FA023036P 

FA023046P 

FA023056P 

FA023066P 

FA023076P 

FA023086P 


Building/ 
Tank  No. 
11027 
11025 
11024 
11022 
11029 
11019 
11033 


Total  MILCON 
Adjusted  Milcon 

POTENTIAL  THROUGHPUT: 

From  Bulk  Fuel  Receipts  of: 

JP8 

MUR 

Total  Bulk  Receipts 


From  Potential  Excess  Fuel  Capacity  of: 
800,000  gallons  @  1  turn  per  month 

Total  Potential  Throughput 


O&M  COSTS: 

Storage  Capacity  -  Total  Gallons 
Total  Barrels 

Cost  to  replace  @  $48/barrel 
O&M  Costs  @  2%  of  construction 


Cost 

$  274,091 

$  516,407 

$  221,548 

$  355,392 

$  363,745 

$  571,321 

$  674,073 

$  2,976,577 
$  2,411,027 


Gallons 

1,017,215 

408,916 

1,426,130 


9,600,000 

11,026,130 


1,125,000 
26,786 
$  1,285,714 

$  25,714 


Table  1-4.  Cash  Flows  for  the  Divestiture  Surcharge 
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the  infrastructures’  renovation  or  major  construction.  In  1997,  DLA  projected  a  funding  shortfall  of  about  $1  billion  for  120 
renovation  and  major  construction  projects  slated  for  FY99  through  FY03.  This  report  conveys  the  results  of  a  high-level  analysis 
of  the  potential  for  privatizing  DoD  fuel  infrastructure  as  part  of  an  effort  to  reduce  that  shortfall.  The  study  concluded  that 
privatization  can  be  financially  feasible,  but  only  at  certain  locations — those  with  favorable  market  conditions  and  significant 
infrastructure  improvement  needs.  The  report  recommends  that  DoD  pursue  privatization  opportunities  at  sites  where  financially 
feasible.  By  doing  so,  it  can  realize  modest  reductions  in  its  overall  capital  improvement  costs.  The  report  also  recommends  that 
DoD  propose  legislation  for  enhanced  leasing  authority  so  that  it  can  take  full  advantage  of  any  opportunities  for  privatization  that 
it  identifies. 
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